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WHEREAS The Honourable H.L. Rowntree, Q.C., the 
Minister of Financial and Commercial Affairs, by letter dated 
April 14th, 1969, a copy of which is appended hereto as 
Appendix "A", requested the Commission to undertake a study of, 


(a) the present legislation and regulations 
relating to consolidations, amalgamations, 
mergers, re-organizations and takeovers; 


(b) the problems raised by conglomerates, and 
(c) private placements and exempt purchasers. 


BE IT THEREFORE RESOLVED that the following committee 
be appointed, 


HONS PB ray yeOycs 
Professor J. Willis, and 
D2 °Se Beatty, 


with the following terms of reference: 


(l)e'in the light of present practices and 
conditions, to review and report upon 
existing legislation, regulations and 
policy relating to consolidations, 
amalgamations, mergers, re-organizations, 
takeovers, private placements and exempt 
purchasers, and related subjects, and 
generally to recommend what, if any, 
changes in the law appear desirable; 


(2) to ‘review and ‘compare the legal and 
business situations in other juris- 
dictions in Canada and the United States; 


(3) to invite submissions from informed 
members of the public and the corporate 
and financial community; and 


(4) to assist in the study the Committee may 
retain the services of Professor David 
Johnston as counsel and the services of 
such additional research and stenographic 
stati “as may’ from ‘time "to “time “be “required, 
within the limits of the research budget 
available. 


The Committee is requested to proceed immediately with 
its study with a view to reporting its findings not later than 
the ‘end of this year.’ The funds for the Committee's study are 
to be provided from that part of the main office research vote 
for 1969-1970 for Commission research projects. 


TORONTO, April 17th, 1969. ss 


Digitized by the Internet Archive 
in 2022 with funding from 
University of Toronto 


https://archive.org/details/31/61114689581 


Appendix A weno riTeG sco 
in O.S.C. Minutes dated 
Apri. 2 7th. L969. 





ONTARIO 


Minister of Financial and Commercial Affairs 


April 14, 1969 


Dear Mr. Langford: 


You and I have discussed the desirability of a 
study by the Ontario Securities Commission dealing with 
present legislation and regulations relating to, consolidations, 
amalgamations, merger or re-organization and take-overs. This 
will, of course, lead to consideration of the problems raised 
by conglomerates, and also deal with private placements and 
exempt purchasers. 


It is my wish that the Commission proceed with a 
study of this nature in the course of which a review might be 
made of the situation existing in comparable jurisdictions in 
Canada and the United States. You would, no doubt, want to 
review such matters which have come before the Commission 
involving,as some do, the purchase of shares of a company for 
cash and in others where the consideration involves the ex- 
change of securities. I would expect that the study would 
review the possibility that transactions of this nature could 
lead to undesirable debt structure and also that such trans- 
actions could provide an opportunity for market manipulation 
whether or not an acquisition were successful. 


My own view is that a present member of the 
Commission should be in charge and the size of the committee 
should be not so small that it has a narrow approach to the 
eub ject, mor so large that itis unwieldy in achieving its 
objec tive.. 


With respect to the study group and staff, I 
appreciate that you may want to use the service of persons 
such as Professor David Johnston and it may well be that 
suitable students might be available to do some of the work 
during the coming vacation. With respect to the study group 
itself, you may wish to supplement your Commission staff by 
the addition of a member of the public or one of the univer- 
sity schools of business and administration and, I can 
appreciate the desirability of this. Mrs. Dagmar Stafl of 
our own Department might also be of assistance to you. 


I am constantly being reminded of the money 
situation and I would ask that you keep this factor in mind 
in making the original arrangements and commitments. The 


Deputy Minister will be in a position to assist you in this 
aspect. 


In the course of the study, I would assume that 
the committee will want to meet with informed members of the 
public and the industry, who from their experience might be 
able to make a contribution to the study. I am quite sure 
that knowledgeable persons in the financial and corporate 
community would be willing to express their views. 


I would hope that the matter might be concluded not 
later than the end of the year. 


YOURS Very truly. 
"H. L. Rowntree" 


H.L. Rowntree, 
Minister. 


H. E. Langford, Esq., 

Chairman, 

Ontario Securities Commission, 

Department of Financial and 
Commercial Affairs, 

123 Edward Street, 

LoOrOnte, 2, Ontario’. 
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Before we embark on the substance of this study we 
should like to pay tribute to the many individuals and 
organizations without whose help it would have been impossible 
to undertake the study let alone attempt its completion within 
the span of time allotted to us. The twin cornerstones were 
laid when we obtained the talents, energy and enthusiasm of 
David L. Johnston, Associate Professor on the Faculty of Law 
of the University of Toronto as our counsel, and Peter Dey 
as our research director. The Toronto legal firm of Osler, 
Hoskin & Harcourt solved a pressing problem for us when they 
granted Mr. Dey a leave of absence to enable him to join us 
in the study. For this we most sincerely thank them. **These 
are but two examples of how the public can be served through 
a combination of the public, the private and the academic 
sectors of the community. 

The accounting for business combinations obviously 
played a most important part in our deliberations. Indeed 
we devote a separate chapter to it. It may be observed that 
neither the Committee itself nor any member of its study staff 
makes any pretensions to expertise in the accounting field. As 
a result of discussions with the Ontario Institute of 
Chartered Accountants they volunteered to form and did form 
what we have called the "ad hoc" accounting committee con- 
sisting of G. Kenneth Carr, F.C.A. of Clarkson, Gordon & Co., 
who acted as the committee chairman, Ralph Fisher, C.A. of 
Laventhol, Krekstein, Horwath & Horwath, P. Howard Lyons, 
F.C.A. of Deloitte, Plender, Haskins & Sells (who also pro- 
vided the contact with the Research Committee of the Canadian 


Institute of Chartered Accountants) and St. Elmo V. Smith, 


(i) 


F.C.A. of Price, Waterhouse & Co. The members of this 
committee, individually and collectively, gave us positive 
guidance throughout. They have reviewed our draft con- 
clusions in the accounting chapter and as a result have 
enabled us to avoid what we are sure would be considered by 
the accounting profession as fundamental mistakes. Again 
Our sincere thanks to this volunteer group of consultants. 

Through Mr. Lyons and others we were aware almost 
from the outset of the joint study established by the 
Canadian Institute of Chartered Accountants and the University 
of Western Ontario School of Business into the problems raised 
in the methods of accounting for business ACGULSItiOnS .~ This 
we believe has been the most sophisticated study of its kind 
in Canada. Indeed it is unique. We are indebted for the co- 
operation of both the Canadian Institute and the authors of 
the study who were kind enough to DECSSELt sto- a.conclusion in 
order that its results should be made available to us for ine 
purposes of this report. Consequently we have relied in this 
important area on the findings of the Joint Study. We have 
made use of it and have relied upon its recommendations in 
our conclusions concerning accounting. 

The staff assembled and other NOL Ds Tha cShah t s.r 
first collective task after defining the scope of the study 
was to immerse ourselves so that we could determine the 
nature and extent of the problem we were considering. With 
the United States Securities and Exchange Commission's 
recently concluded study on securities disclosure at hand we 
were afforded every courtesy by its new.Chairman, the 
Honourable, Hamez.L . Budger gts. Cha er Accountant, Andrew Barr; 
and Associate Chief Accountant....Lindsey, Js Millard, and many 


other senior members of its staff. While we were able to 





meet briefly with Commissioner Francis M. Wheat, the author 
of the report, hiswresignation, from the,-S 7h. C..ashortily satiter 
the commencement of our study prevented fruitful discussion. 
The Wheat Report, of course, has been caréeétulsyeconsrdered 
by us. 

A close rapport has existed for many years between 
the various Canadian provincial securities administrators. 
Their comments are always helpful. Unfortunately the assis- 
tance given by two of the most senior ofethen; ir... Gin wikose, 
O.C.,ethe, Chairman sof uthe (Albenta Securities Commission, and 
Mr. W. S. Irwin, the British Columbia Superintendent of Brokers, 
was limited to some extent by the fact that they were then 
actively engaged as members of the Canadian Committee on 
Mutual Funds and Investment Contracts whose definitive report 
on this subject was released on December 9th, 1969 elas 
notwithstanding they found time to offer us guidances. Jn 
addition we would like to make particular mention of the very 
helpful replies we received from Murray Peden;1Q.C., «Chairman 
of the Manitoba Securities Commission and his staff, Marcel 
Lajeunesse, Q.C., the Chairman of the Quebec Securities 
Commissions; tand¢Mn. (1 5A. «Richards, Registrar, Securities Act, 
of Newfoundland. 

We requested assistance and comment from something 
over 400 individuals whose names were known to us OT referred 
to us as being actively engaged in those fieldssefebus mess; 
finance, law and accounting touching in some fashion upon the 
subjects with which we were concerned. We requested briefs 
from approximately 40 associations and organizations who 
directly or peripherally had an interest in the topics under 
discussion. In many cases where time and distance permitted, 


our requests having been made from coast to coast across 


(iii) 


Canada, some of us were able to engage in discussions with 
the contributors. We commenced to review and analyse what 
proved to be extensive literature on the various subjects. 
As a starting point for those who wish to examine the topics 
further we have attached hereto as Appendix I a partial 
bibliography. Our reading and the preliminary comments we 
had received enabled us to prepare what we called the 
"Expanded List of Topics" which we have attached hereto as 
Appendix II. This was published in our Weekly Summary for 
August lst 7,21969 ateng mithrandeneral «invitation for sub- 
missions. 

We had been asked \to attempt to«conclude our study 
by December Sl sis 1969 haewitheithis scheduke swe hteltathat 
public hearings were not practicable. However we had invited 
submissions through our Weekly Summary from the public 
generally. We were both stimulated and encouraged by the 
quality and candour of the submissions and comments made to 
us. While a number of contributors have requested that they 
not be identified we have listed in Appendix III those who 
placed no such restriction on us. Their briefs and written 
comments have been assembled, together with other research 
material, and lodged in the departmental libraryeiornthesuge 
of anyone who may find it of interest. 

The total experience has been a most heartening one 
for both the members of the committee and its staff. One 
cannot speak too highly of the helpful and constructive manner 
in which suggestions were brought forward. The public not 
only of Ontario but indeed the whole of Canada continue to be 
well served through what in fact is voluntary public service 


by individuals who are extremely competent in their chosen 


professions. 


(iv) 


There are numbers of others whose names have not 
been specifically mentioned either here or in the List .or 
contributors, to whom we are indebted. Mrs. Dagmar Stan i. 
the Departmental Economist, was an active participant in many 
of our discussions in addition to preparing the economic paper 
referred to in the first chapter. Miss Helena Beran and Miss 
Alison Hegarty were responsible for much of the empirical 
research, having brought with them the experience gained on 
the Canadian Committee on Mutual Funds Study. Miss Mary 
Grenier came to us as the secretary for the study but her 
cheerful competence was such that she soon relieved Messrs. 
Johnston and Dey of those matters involving organization and 
office administration. She produced the numerous copies of 
material,..ancluding drafts of this report, with accuracy and 
dispatch. In these labours she was joined by Mrs. Marlene 
Wolfer, whose pleasant disposition and seemingly unf lus tered 
efficiency remained at a consistently high level notwith- 
standing the fact that this burden was added to her normal 
duties as secretary to the Vice-Chairman. We are deeply 
indebted to all of them. 

HW. .S. Bray, 0.6.«,; 
Di. iss Beatty, 


POWiTrrSsy Qc. 
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CHAPTER 1 


INTRODUCTION 


Background of the Study 
D2or Ontario's revised and expanded securities legis- 
lation cane ufullLy sintomforce om Mayilst; 1967'. ine ats 
innovations it closely followed the recommendations made in 
the Report of the Attorney General's Committee on Securities 
Legislation in Oncaea. For the first time the legislation 
recognized through its expanded and continuing disclosure 
requirements the need of investors for continuing adequate 
information concerning the issuers whose securities are 
being traded by the public in Ontario. 
£202 In the months which followed the Commission and 
its staff, both newly reorganized and enlarged, were largely 
engaged by the problems of administration. Some deficien- 
cies were recognized and catered for through amendments to 
the Act and the regulations. This study, prompted as it was 
by the accelerating use of business combinations and the 
potential for abuse through public Gistributilonmom securities 
in the guise of private or exempt placements, represents an 
in depth examination of the effectiveness of theypresent 
legislative policy. 
ee 
1 Stats. .Ont. 1966,.cV142,.as am. by 1967, c. 92, 1968, 
c.123, and The Securities Amendment Act, 1968-69, the 
latter being only partly in force at present, herein- 
after referred to as "the Act". 
2 Report of the Attorney General's Committee on Securities 


Legislation in Ontario, March 11, 1965, Toronto, here- 
inafter referred to as "The Kimber Report". 


Business Combinations 

1.02 Public attention has been directed both in Canada 
and the United States to the questions of corporate disclosure 
raised by the urge to merge. Over and above those take-overs 
attempted through the provisions of Part IX of the Act there 
were other forms of business combinations brought to the 
Commission's attention which attracted little public concern 
but which raised equally important questions. In addition 
there were private agreements, statutory amalgamations, re- 
organizations, asset purchases, and other methods of 
materially adding to or combining with an existing business. 
These combinations, including acquisitions, may be achieved 
through share exchanges or for other consideration. 

1.04 While this study did not have as its object 
economic planning we were mindful that the facts would be 

of interest to others”. Among the business reasons for 
acquisitions and other combinations are expansion of capital, 
markets and product lines and increased efficiency. Another 
is the pressure to show continued profits. 

Pees The surge of acquisitions which underlined the 


necessity for their study is shown by the following statistics 


Year Number of Acquisitions 
1960 203 

1961 238 

1962 186 

1963 133 
1964 196 

1965 229 

1966 227 

1967 246 

1968 389 


3 See Appendix IV. 


4 Report of the Director of Investigation and Research, 
Combines Investigation Act, for year ended March 31, 
1969, at p.313." Queen! si PrintensPOttawal. “irmsed m othe 
service sectors of the economy except for transpor- 
tation are largely excluded. 


(2) 


1.06 A report entitled Business Combinations in the 
'60s: A Canadian Profile undertaken by The Canadian Institute 
of Chartered Accountants and The School of Business Adminis- 
tration of The University of Western Ontario recently pub- 
lished> shows a similar trend for industrial companies whose 
securities are listed on The Toronto Stock Exchange. About 
33% of the 998 acquisitions reviewed for the years 1960 to 
1969 occurred in 1967 and 1968. The same trend was apparent 
in the United States®. 

LOT The financing of acquisitions in Canada differs 
from the United States. The majority of acquisitions in 
Canada, because of tax laws, are financed by issuing equity 
securities or for cash. Debt securities are not popular here 
because the cost of such funds is not a deductible expense 
when used to acquire shares. The Joint Study reported that 
51% of the acquisitions reviewed, in dollar amount ef sthe 
purchase price, were effected by issuing common stock as 
compared to 36% from working capital, 9% through preferred 
stock and only 4% by long term epee in the United States 
the tribe soe on funds borrowed to effect acquisitions is 
deductible for tax purposes and thus debt securities are more 
commonly used to finance acquisitions. As a consequence 
there is cause for the concern in the United States that 
acquisition minded companies are assuming an oppressive debt 
structure. While one must always be mindful pine tathe 


potential problem is not so likely in Canada. 


a nh a i ee 

5 Business Combinations in the '60s: A Caraulan rrorile by 
Samuel A. Martin, Stanley N. Laiken and Douglas F. Haslam, 
published jointly by The Canadian Institute of Chartered 
Accountants and The School of Business Administration, The 
University of Western Ontario, London, February 1970, nere- 
inafter referred to as the "Joint Study". ‘See Chart Lluis. 
Ew ay oy Rew 


6 Appendix IV at p. 3. 


7 Joint Study, Table III-2 at p. 19. 


(3) 


fer 8) With the floodlight of publicity has come a new 
word, "conglomerate", frequently used to describe acquisition 
minded companies which through acquisitions have interests in 
a number of unrelated kinds of business. These frequently are 
what were previously known as closed-end investment companies. 
A number of well-known Canadian corporations would today be 
styled "conglomerates" along with those corporations whose 
new names or new images coupled with their appetite for 
acquisition have attracted attention. 

1.09 Whether the acquisition minded company is a 
conglomerate or is embarked on a program of vertical or 
horizontal integration the same problems of investor dis- 
closurevaraise. Mit was for ithisexreason: thatmthe shor t title 
of "Merger Study" was adopted. A prospectus standard of 
disclosure: isxonl y PequiredUby Part @xX~oer theiAct ter ta 

Share exchange take-over pid®. In other cases an exemption 
is generally available under the Act or upon application to 
the Commission. The chapters which follow deal with each 
area. 

LALO There is constant pressure upon management an 
market performance. In the case of the acquisition minded 
company «the costsof the acquisition wi llobe Wess as) ithe 
market price of the securities used to finance it increases. 
The equity of the remaining shareholders will thus be less 
diluted. The market price of the securities will normally 
rise if the Tssuer #reportedhigher learniags seneshane... lethe 
fact that the method of accounting for an acquisition will 
lead to reporting different levels of earnings is not always 


appreciated by the investor’. 





S . Section 94 of the Act. 
9 See Chapter IX. A reported increase in earnings may 


result from the method of financial presentation and not 
from the generation of internal DrOLLt OT growth. 
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LVL While some attention has been given in Canada to 
the’ characteristics ot ‘the securities“used ‘to’ finance 
acquisitions the problem has been more acute in the United 
States. Debt financing, because of taxation, was more 
acceptable. The cost of such financing became so prohibitive 
that financial advisers felt it necessary to attach some form 
of equity privilege to the debt security so as to make it 
saleable. So exotic have these permutations and combinations 
of securities become that they have become known as "Chinese 
money' which underlines the difficulty of the investor in 
assessing their Walters We concur in the conclusions of the 
Joint Study in this regard which states: 

VOU anapection of the specific features of the 

debt and preferred securities that were issued 

revealed that there was not a frequent use of 

convertible securities or other instruments with 

sophisticated preference features. Such issues 

have been the object of criticism and debate in 

some acquisition transactions in the United 

States s@” 10 
ire We have been concerned as to the adequacy of the 
information disclosed both before and after acquisitions. 
The investor's decision is frequently based on financial 
disclosure. This is dependent upon the method of accounting. 
The Joint Study concluded that these accounting PLrANCIpLes 
are urgent matters to which the Canadian tnstitutesot 
Chartered Accountants should direct its attention. It states 
in ‘Support’ of this conclusion: 

"Tt has been argued that the accounting treat- 

ment used in mergers has had a direct influence 

on the number of merger transactions and there- 

fore the vitality of our economy and the growth 


of specific industries or sectors within the 
economy." 11 


9a For instance see "'Chinese Money' Tends to. Confuse 
Investors", by Fraser Robertson, Globe and Mail, March 
Vie 10609, p. Baz. 

10 Joint Study op. cit. at p. 20. 
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The flow of capital must depend on the certainty with which 


ther itnvVes LOGS Abe tor ace 


Private Placements 
H Lares Me) There are two kinds of private placement exemp- 
tions from the prospectus requirements. These are purchases 


by certain exempt institutions and persons, and sales of a 


minimum sizel?. They permit the sale of new issues to classes 
of sophisticated purchasers. The importance of these exemp- 
tions has grown. Since the exemption flowing from section 


19(3) of the Act is relatively new, meaningful statistics 
are sparse. However between July Ist, 1968 and August 31st, 
1969 companies listed on the Toronto Stock Exchange took 
advantage of these combined exemptions to make 48 private 
placements to a value of $141,000,000 Te Both the issuers 
and the investment community are ihe saeatic about the 
speed and relatively inexpensive nature of this route for 
raising funds. The Committee, for their part, were concerned 
about the adequacy of the disclosure available to investors 
at the tame,of thearesale of) thersecuritiesstoathe general 
pubines 

L.La The present legislation provides for no special 
public disclosure. The Exchange has some limited control. 
Investors may not» be in a position to assess. the dilution,.of 
their investment nor to assess the changes which have 
resulted through the use of the funds raised privately. The 
increase in the use of these exemptions gives credence to 


the suggestion )thatithe stxringency of++the prospectus 


requirements makes the private placement route so attractive 





i2 see Chapter’ Vi. Private Placements. 


13 Further statistics will be found in Appendix Vv. 
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for the issuer that as a result the general public may 
seldom have the opportunity of purchasing sought after issues 
at the initial offering price!*. Lins eushinxo titan result: (tombe 
desired. 

Lila | While we have not yet achieved the sophistication 
of "letter" stock we appeared to be moving in this direction 
as the result of the variety of opinions available as to the 
rights of resale of these purchasers, particularly those who 
have declared their investment intent. The liberality of 
some views and the lack of any noticeable restraint for the 
recipients under other classes of exemption gave concern as 


to the adequacy of disclosure to investors generally. 


Scope of the Study 
Lei These and other matters had been the subject of 


discussion between the Minister of Financial and Commercial 
Affairs, the Honourable H. Leslie Rowntree, Q.C., and the 
Chairman of the Commission, Henry E. Langford, Q.C. As a 
result of the request made by the Minister in his “letter of 


April 14th, 1969, the Commission met on April 17th and 


appointed three of its members to undertake the study’>. The 


basic terms of reference set out in the Resolution were: 


"In ctheslightcof present practices wand scon= 
ditions, to review and report upon existing 
legislation, regulations and policy relating 
to consolidations, amalgamations, mergers, re- 
organizations, take-overs, private placements 
and exempt purchasers, and related subjects, 
and generally to recommend what, if any, 
changes in the law appear desirable..." 


ae cEEEnEE EERE 


14 See “Corporate Finance” by J.C. Baillie at p. 120 in 
Developments in Company Law, Law Society of Upper Canada 


Special Lectures, 1968, De Boo, Toronto, Ontario. 


15 The Minister's letter and the Commission Resolution are 
reproduced as a frontispiece to this Report. 
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Lew F Resisting the temptation to dwell in areas out- 
side of our prime concern we turned our attention to investor 
protection through adequate disclosure concerning the affairs 
of the issuer. While appreciating the constitutional 
questions which have resulted in the division, in the areas 
of regular corporate disclosure and insider liability, of 
such disclosure between the Ontario Corporations Act for 
Ontamionconmpantes «and ithe Ssecumitmes; Actor bl »pothera, the 
division does tend to detract fromthe principle that ‘there 
should be an equality of information for all investors, 
whether shareholders or not, as to the affairs of issuers 
whose securities are publicly traded. | 

Lake In order to examine the questions we found it 
necessary to consider the fundamental definition underlying 
the disclosure requirements of the Act, "primary distribution 
to the public'?®, But. invorder to decide who the “public” 
are that the legislation seeks to inform and to protect it 


was first necessary to examine the principle of disclosure!’ 


Diselosure and tInvestor «Protec tion « jibes Vegi slabtive sha losophy 


Lei9 The obvious purpose of all securities legislation 
is to provide some measure of protection for the investor. In 
our society, while the relative weight to be given to each 

may Vary in; thes bight of existing Pcondi tions, 4ithiseprotection 
is given to the investor in such fashion as to balance his 
Kxights and, the obligations of the issuer so as to permit the 
capital markets to function with maximum utility. The Kimber 
Commi ttee-directed..their.attention. to, this, question and .con- 
cluded that some form of continuing disclosure was the most 

16 gSections.( hyloton thesAct.. saoSeeeChaptér «I BL. 


L7 »See.Chapter: LI. 
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effective means of achieving and maintaining a high level of 
investor confidence in the capital markets in Canada/®, 

Pe20 We are in complete agreement with this conclusion. 
In stating this we emphasize that by permitting the sale of 
particular securities the securities administrator does not 
guarantee the success of the venture nor the ultimate honesty 
of anyone associated with it. The decision to purchase or 
sell rests with the individual. The role of the legislation 
and the philosophy of those charged with its administration 
must be to lend every effort to ensuring that adequate in- 
formation disclosed quickly enough to be useful is available 
to the investor and to those upon whom he is entitled to rely 
for investment advice. With the implementation of the Kimber 
Report the emphasis shifted from the particular issue being 
sold to continuing information concerning the issuer. 


e221 iin eis *sSecurdt esr cit <one 193319 ANG aches SeCClntues 


and Exchange Act of 193479 the United States adopted the 
principlesofetmitmiinrdasclosure-d) Ini tsarecen tims pub lashed 
report concerning Disclosure to Investors a committee headed 
by then Commissioner Francis M. Wheat of the Securities and 
Exchange Commission examined and reappraised S.E.C. adminis- 
trative policies“. This report recommended a further move- 
ment away from what we call prospectus disclosure in favour 
of a revised and expanded continuing disclosure system. 


fac We have advanced more closely to a continuing 


disclosure system than perhaps the public generally realize. 


Po gekinber GReport, kop.\'cit. “footnote: 230 Partory. 

19. 48>» Stat«-74(1933) hereinafter called the 33 Act. 

20 48 Stat. 88(1934), hereinafter called the '34 Act. 

21 Disclosure to Investors, A Reappraisal of Administrative 


Policiesmunder vthe “S3rand w34-Acts,) Securities: and 
Exchange Commission, Washington, March 1969. 
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This process may have been aided by the uncertainty,in the 
absence of experience, as to the nature and extent to which 
our courts will go in interpreting the existing insider 
liability, as well as other trends encouraging such disclosure. 
There have been at least two positive advances. Firstly the 
Toronto Stock Exchange has implemented a requirement for 
quarterky financial reports: for many listed companies”~. 
Secondly both the Exchange and the Commission promulgated 
"timely disclosure" policies in October, 1968 encouraging 
issuers to announce significant and material events which 
might assist investors in reaching an informed decision. 
The results have been most encouraging and responsible 
managements seek to comply with the spirit of these policies. 
i a fe The Committee has concluded that this evolution 
should be completed. Current information should be available 
torunvestorssat fala times’ “This/wil provide “the basis for 
an integrated and consistent system which will cater for the 
needs of investors when business combinations occur, when 
securities are made available to exempt purchasers or 
through private placements and through the existing exemptions. 
This is explored in detail in the chapters which follow. 
1.24 In order that there should be consistency we 
have measured the problem raised against the need for in- 
formation for particular investors at particular points in 
time. Our Act, as evidenced by the blanket prohibition con- 
tained in section 35 against primary distribution to the 
public before a suitable prospectus has been accepted for 
22 The Toronto ‘Stock Exchange? Policy! for tHe Reporting of 
Quarterly Statements, December 9, 1968. 
23 Corporate Guide to the Timely Disclosure Policy of the 
Toronto Stock Exchange, October 4, 1968 and Ontario 


Securities Commission Weekly Summary for the week 
ending September 27, 1968. 
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filing, appears to assume that everyone needs information 
during the course of such a distribution. Section 58, 
largely by referring to specific exemptions in section 19, 
then goes on to exempt trading in a variety of circumstances 
or of particular kinds of securities from this mandatory 
prospectus requirement. 
Ls2D We have been urged not to place undue weight on 
the experience of our American neighbours, particularly 
because of the disparity in the relative size of our markets 
and the consequent differences in liquidity. Unquestionably 
our market place has developed along parallel lines to that 
in the United States. Certainly the Kimber Report drew 
heavily upon both their experience and their techniques. 
1.26 We have applied this ''need to know" test through- 
out our consideration. It was authoritatively recognized by 
Justice Clark of the United States’ Supreme Court in S.E.C. v. 
Ralston Purina ere when he stated: 

"The focus of inquiry should be on the need of 


the offerees for the protections afforded by 
registration (a prospectus)." 


Outline of the Report 


heey In Chapter II we will examine this principle of 
disclosure. Chapter III deals with the broad question as to 
who are the "public", who needs to know and under what cir- 
cumstances. The report moves on in Chapter IV to the 
position of "control persons". The subject of exempt pur- 
chasers and private placements is dealt with in Chapter V 
under the general heading, "private placements". The 
exemption contained now in section 19(1)9 of the Act in 
connection with "a consolidation, amalgamation, merger or 
re-organization" is discussed in Chapter VI under the topic 


See. tebe ood Aruna os St reap w ite 24 sot meee Me 
BA 1846115119 (1953): 
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"business combinations". "'Take-over bids" are the subject 

of our concernsin Chapter Vil sesiIn-orderstovintegratecand 
cater for the balance of the exemptions provided for in sub- 
sections 1 and 2 of section 58 of the Act we review these in 
Chapter VIII. Accounting, underlying the whole, completes 
our substantive study in Chapter IX. For convenience Chapter 


X draws together all of our recommendations. 


Importance of Liquidity to Canadian Capital Markets 


1,28 Throughout our discussions we were made acutely 
aware of the problems of liquidity in our capital markets 

and the limited range of Canadian equity securities available 
to Canadian investors. This was carefully reviewed by 
Professor G.R. Conway in a study concluded for the Toronto 
Stock Exchange in which he forecasted that "the total average 
annual demand for additional equities in Canada in the 
immediate years ahead is likely to be almost double the 
supply provided through net new Canadian issues"">, 

eo It is important, consistent with investor 
protection, that the regulatory framework should not impede 
either the flow of capital or the widest distuibutionso£ 
securities. In reaching conclusions we have made recommen- 
dations, based upon the cornerstone of adequate continuing 
disclosure, which will not inhibit the issuer in his approach 
to all lasses of investor or unduby restrict the resalesof 


those securities once issued. 


ItMnaeaAOnm Sao tan ctine Study 


30 Before embarking upon our research we felt it 


25 The Supply of, and Demand for, Canadian Equities, A 
"Conspectus", September 1968, the study commissioned 
from the Faculty of Administrative Stud iesy «cYoxlk 
University, Toronto, by the Toronto Stock Exchange 
and prepared by Professor G.R. Conway, at p-42. 
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important to delineate those areas we had no mandate to con- 
sider. Patently, in the fashion described in the preceding 
paragraph, we had to be mindful of the impact of securities 
regulation upon the economy. With some difficulty the temp- 
tation to linger in the broader areas, including foreign 
Sneretans was avoided. Neither the Committee itself nor its 
staff are capable of making judgments involving economic 
planning. Apart from establishing contact we leave these 
larger issues to those experts in our Department of Treasury 
and Economics and others who may be charged with such 
responsibility. 

3 We have referred previously to the paper prepared 
by our Departmental Economist~°. It is noted with interest 
that the economics of business acquisitions have been the 
subject of a recent study by the Economic Council of eayeda 
The economic implications of mergers in the United States 
were the subject of a recent staff report to the Federal 
Trade Commission“®, 

ese While "conglomerates" are swallowed up in the 
broader subjects of business combinations and take-over bids, 
tia report as"directed'*te” the’ protection ofthe investor 

and not to the equally interesting questions involving the 
rights and obligations of investors who become shareholders 
which have engaged the attention of the Select Committee on 


Company Laws and which, as to further aspects, still engages 





20 Supra footnote 3 and Appendix IV. 


eo es inverim Report on Competition, Policy, July 1909, 


Economic Council of Canada, Queen's Printer, Ottawa. 


28 Economic Report _on Corporate Mergers - Staff Report 


to Federal Trade Commission, U.S. Government Printing 
Office, Washington , 1969. 


29 1967 Interim Report of the Select Committee on Company 
Law, Legislative Assembly, Ontario. 
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the attention of a similar committee > 

Uniformity 

A A While the Committee have formulated recommendations 
which are administratively feasible and capable of implemen- 
tation within a reasonable time, we are conscious of the sub- 
stantial uniformity which now exists in Canada. At present 
British Columbia, Alberta, Saskatchewan, Manitoba and Ontario 
have adopted similar legislation. Both Quebec and New 
Brunswick have indicated that they will be adopting the 
uniform approach in the foreseeable future. We view the 
maintenance of uniformity of administration of great 
importance. 

1.34 Our short term recommendations have been formu- 
lated in the hope that they may meet with general approval. 
As to the long term recommendations they will be the subject 
of considerable discussion before the details are agreed 


upon once the principles are settled. 





30 Select Committee on Company Law, under the chairmanship 
Of GOLroOn bh, Canton, O.C wa M.A. 
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CHAPTER II 


THE PRINCIPLE OF DISCLOSURE 


The Purpose of Disclosure 


2.0 Thenpranciple of shuld ~cqtruei ands plain; disclosure 
of all material facts relating to the securities offered" for 
the first time to the public has been a cornerstone technique 
of investor protection in Canada, the United States and the 
United Kingdom throughout most of this century?>. As we shall 
note in our consideration of the evolution of disclosure the 
principle of continuing disclosure as an instrument of 
protection was added in Ontario following the Kimber Report. 
To this has been added the "timely disclosure" policies of 

the Exchange and the Commission. The purpose of the whole is 
to provide an equality of opportunity for all investors in the 
market place, sellers as well as buyers. The object is to 
make available on a timely basis all material facts the 
investor requires to make an informed investment judgment. 
2202 Disclosure thus implements the broad objective 

of securities regulation: to create and maintain public con- 
fidence in Canadian capital markets. Adequate disclosure 
establishes the information base from which investment 
decisions can be made. Perhaps more importantly from these 
facts investment advice can be developed by the investment 
community for the general public. Furthermore if securities 
are evaluated on the basis of complete and current information 


the pricing mechanisms of the capital markets operate ina 


31 This language continues to be enshrined in the Act in the 
certificate required on each prospectus by section 52(1). 
It is also fundamental to the liability created by section 
141. 
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more rational and accurate fashion. The public can trade 

with greater confidence if equality of information is implicit 
in securities regulation. 

Zao The importance of adequate disclosure has been 
emphasized through a number of commissions and studies. In 
addition to the Kimber Report, there are:the:icomments: of (Mr ; 
Justace: Kelly’ concerning ithe, adequacy ori disclosure as. the 
result of his investigation into the circumstances surrounding 
the trading in shares of Windfall Oils and Mines Limi tear and 
moreurecent ly the conclusions of Mr. Justice Hughes woltowing 
upon his examination of the affairs of Atlantic Acceptance 
Corporation Limited and related matters>>, Our enquiries 

lead us to conclude that the management of most public com- 
panies are not only responsible but also responsive to this 
demand for disclosure. Those few who are not should be 
prepared to? respondiand account. form then) failure. 

2.04 While examining the purpose of disclosure it may 
be viewed as timely and not inappropriate to introduce without 
further «comment as a ‘counterpointit6 these diseussions the 
eloquent but pragmatic conclusion of Mr. Justice Hughes. He 
Statedes srnmeipar tx 


" I) have: endeavoured,” in’ the’ specific 


recommendations made in this concluding 
chapter, to suggest changes and safeguards in 
legislation, and by way of regulation, which 
will, if adopted, I hope make a repetition of 
the Atlantic disaster more difficult, coming 
as it did like a sudden and violent storm out 
of a Cloudlése sky in a season of prosperity. 
After the storm many prospects were found to 
have darkened, and the wreckage left in its 
wake may still be discerned. There can be no 
guarantee that such a convulsion will not. occur 
occur again, whatever legislation may be 
enacted or regulatory policy devised, because 


32 Report of the Royal Commission to Investigate Trading in 
he Shares of Windfall Oils and Mines Limite Kelly 
ReDOLT a Queens’ Printer, “Toronto. 1905. 


33 Report of the Royal Commission to Inquire into the Failure 
of Atlantic Acceptance Corporation Limited ("Hughes 
Report"); Queen's Printer, Toronto, 1969, 
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itihad Mots (origins: im firaud:and concealment , 

and it is yet to be demonstrated that laws of 

general application can be wholly successful 

in providing against the resolve of any human 

agency to twist and break them...." 34 
The Evolution of Disclosure 
2503 Ontario's Securities Frauds Prevention Act of 
1928°> borrowed heavily from the experience of the United 
Kingdom... lti.swas.not.until.after 1933.and 1934 that the United 
States enacted what was to become a comprehensive federal 
regulatory scheme~°, While, as we previously noted’, our 
legiclatson»eAppears.to retlect the 133 Act disclosure 
philosophy in its application of a "need to know" standard in 
framing exemptions, this does not appear to be the result of 
conscious imitation but rather logical development. Although 
strongly disclosure oriented, through provisions such as 
-ecilion O61 ol, the. Act. the ntarzo,legaslation. provides.a 
residual discretion. This affords the Commission the 
Opportunity.of offering guidance through policy statements as 
to the circumstances under which this discretion may be 
exercised. When coupled with a provision for written reasons 
ioeeapecit ic paseo a where that discretion is exercised this 
avoids any tendency to administer through delay which may be 
present ina less flexible system. 
2.06 Until 1964 the, major’ emphasis’ mn U.S. federal 
legislation was placed on the '33 Act which governs prospectus 


disclosure in those circumstances which broadly speaking 


would be viewed as primary distribution to the public in 





S2reldn at p: 1677s 
So” “State. ONL? 1928, ou, 54 


36 Op. Cite EOOnmnoOlmes sl Onan Gere On 


3/7, Supra Ov13,, para. 1.24 ef seq: 


$6 Section oolt2)-and ‘section 5.5 Of the Acts 
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Ontario. . The '34 Act, directedias it was ‘to stock texchanges 
and the listed market, concerned itself until 1964 with con- 
tinuing disclosure .elating to thevai faure wt ithe issuem of 
listed securities. In that year the '34 Act was applied to 
unlisted securities as well. Thus timely disclosure of 
material information evolved in a chequered manner through 

the '34 hoe In March, 1969 the Wheat Report was published. 
This examined the disclosure techniques in use by the 
Securities and Exchange Commission and concluded with specific 
recommendations aimed at the rationalization and integration 
of the disclosure requirements of the '33 and '34 Acts. 

Draft proposals to implement some of the Wheat recommendations 
have since been released*®, 

2 Oi, The addition of continuing disclosure to the 
prospectus disclosure previously available commenced on May 

IS ti. i9O07 insOntario.. On this, date whe new, Actiand its 
regulations, coupled with parallel requirements in the 

Ontario Corporations het implementing the Kimber Committee 


recommendations, came into force. The filing of a prospectus 
under which it was proposed to distribute equity securities 


or a listing on the Toronto Stock Exchange attracted the new 


39 S.E.C. Release No. 4991 under the '34 Act provided for 
Form 8-K in 1954 which requires disclosure of material 
events within 10 days of the end of the month in which 
ARC VeOCCUTnd = &. EAC) Release Now (343930 promulgated 
Rule lOb-5 in 1942 pursuant to section 1O(b) of the '34 
Act which more indirectly requires timely disclosure of 
all information necessary to avoid deceit in the market 


place.») Its, use and scope) white not clearly defined, have 
been, the Subject of much discussion, = ee S.h.C. voutexse 


Gulf Sulphur Co. 401 F.2d. 833 (2d. Circ. 1968). 


40 S.E.C. Releases, September 15, 1969, 34-8680, 8681, 8682, 
8683, 8684, 8685, 8686, 33-4996, 4997, 4998, 35-16460. 


4l. Ime~Cerporettons: Act; RrS 70: LOGO), -c..7 ly with therk imeer 
amendments found in 1966, c.28, and subsequent, clarifi- 
Cation in 1968, c.19, and’ a@He Corporations Amendment Act 
1968-69 (as yet not assigned a chapter number ). 
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continuing disclosure requirements to the issuer. The 
prospectus itself was to be in narrative form and detailed 
instructions were provided in the regulations. Parts X, XI 
and XII of the Act coupled with the regulations and the 
amended Ontario Corporations Act and its regulations des- 


cribed the method i time *andydetail sof 'the disclosure.required. 


Continuing Disclosure in Ontario - Today 
2.08 Apart altogether from the added or special dis- 
closure requirements of the Toronto Stock Exchange companies 
subject to the requirements of the Act are now involved in 
several forms of continuing disclosure. Firstly, they must 
file with the Commission their audited annual financial 
statements containing at least the information required by 
the relevant acts and semi-annual unaudited statements also 
meeting minimum standards. The information circular 
required to be sent annually to shareholders in Ontario and 
filed with the Commission provides additional narrative 
material. The annual reports and other information sent to 
shareholders in Ontario are filed with the Commission and 
become sources of investor information. Insider trading 
reports are viewed as significant. Added to these statutory 
requirements are the "timely disclosure" requirements of the 
Commission and the Exchange. Any disclosure resulting froma 
take-over bid is incidental to and not a part of this scheme 
of continuing investor disclosure. When the regulatory 
scheme is examined as a comprehensive whole it becomes 
apparent that we are extremely close to a continuing disclosure 
system approximating in total a prospectus standard of 
42 Finance companies, in addition, are subject to special 
disclosure regulation. «(The T.S.E.° requires quarterly 


financial statements from many listed companies with the 
declared intention that all should provide them in time. 
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disclosure. 

2209 Thais’ information is of little aise Yas -long as it 
remains buried’ in the Commission's files: . The ‘Commission ‘has 
therefore sought to publicize its availability, on an equally 
timely basis, through noting the receipt of new reports in its 
weekly summary of activities published each Monday. The 

ifs ider "reports “are™collated’ and published, together with 
policies and decisions of more permanent interest, in the 
monthly Bulletin. We have been pleased to note the in- 
creasing use and dissemination of this information through the 
financial press, daily as well as weekly, and its use by the 
investment community. The circulation of the Bulletin has 
more than doubled during the past three years and is steadily 
expanding. At least one commercial service, presently 
providing a similar service in the United States, is engaged 
in determining the feasibility of a relatively inexpensive 
service for providing the information in our public files to 
interested persons. 

Ze LO The changes in financing patterns which led to 
this study had earlier caused the Commission and the Exchange 
to examine their positions regarding timely disclosure. 
Investors were frequently acting on inadequate or misleading 
information. The Exchange had the power to halt or Suspend 
trading until such time as adequate information was made 
available and circulated. Through an amendment to the Nes 
the Commission was given the power to suspend trading. “A co- 
ordinated study was embarked upon by the Exchange and the 
Commission and, as a result, in October 1968 both the Exchange 
and the Commission published "timely disclosure" policies 


which, if not adhered to, might result in the Suspension of 


I 
43 Section 141b added by Stats. Ont. VIGS'S Cr 235 RSAC: 
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trading until proper information was made available to the 
investor. Both were aimed at requiring the timely disclosure 
by an issuer of information relating to changes or events of 
a material nature concerning the affairs of the issuer which 
should significantly affect investor decisions. The 
quarterly reports now required from approximately 70% of the 


Exchange's listed companies add another dimension. 


Private Placement: and Exempt Purchasers 

fs aaa The "need to know" philosophy was illustrated 
when section 19(1)3 was amended in 1963 to permit the 
Commission to recognize sophisticated investors as "exempt 
purchasers", and to provide,an exemption from the prospectus 
requirements“. This exemption was continued forward in the 
present Act, sections 19(1)3 and 58(1). Through section 
19(3) was added a different "need to know" test where sophis- 
tication was assumed from the size of the purchase and the 
organization of the purchaser rather than from an examination 
em tithe puxchasex's qualifications~>. In either case no in- 
formationaconcerningsthe; fact .ofitheysalewbyuthe issuer, <sthe 
rea sonmiomentyiom the ynames: Of, the: purchasers, are: matters: of 
pubLlicsrecord.::/A spriwate placement, report,is required of 

the issuer under section 19(3) and the regulations and the 
purchaser is required to evidence an investment intent. The 
private placement reports are not in the public file. In the 
case»,Ofs the sale to, an) instatutional,om exempt; purchaser 


under section 19(1)3 neither the issuer nor the purchaser is 


44 Sections 19({1)3 and: 41,. The Securities Act, R.S.O. 1960 
Gu368% aseam. loyeotats.. Ont. 1962-63,.c.131; s«1O0(L)- 


45 The aggregate acquisition cost to the purchaser must not 
be less than $97,000, and the purchase must be "for 
investment only and not with a view to resale or dis- 
tribution" and the purchaser must not be an individual. 
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required to notify the Commission nor is there any real 
restriction on resale. The Exchange having continued control 
over the issuer through the listing agreement, does extract 
some disclosure and attempts some control of the resale“ : 
The statutory exemptions do provide a route through which 
distributions may take place without any information being 
made available to the investor concerning the fact of the 
issue, the numbers, kinds and prices of the securities issued, 


and the purpose for which the securities are issued. 


Market Information and Surveillance 

ag Accurate reports of the actual prices at which 
trades have taken place and the volume of trading in 
particular securities are important pieces of investment in- 
formation. They reflect the response of the market place? ts 
the facts “Known ‘about Ythe iesuere” The reports act ‘as a 
deterrent to market manipulation since they provide indices 
for the regulators engaged in market surveillance from which 
they will be put upon their enquiry to determine whether 
investors are responding on the basis of misleading or in- 
adequate information or in response to accurate information. 
The investor may move with confidence knowing that his broker 
can complete the transaction fairly and at the best prices 
available. These are some of the advantages presently held 
by Listed securities’ “inh Toronto, the surveillance staff of 
the Exchange reacting to unusual change or activity responds 
quickly, requests and ensures that information is disseminated, 
and where necessary recommends the halting or suspension of 
trading until the existing facts are clarified. THis AS a 


far cry from the summer of 1964. 


46 Toronto Stock Exchange: Notice to Members No. 580, 
February 14, 1969. 
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2983 In his report of September, 19687" Commissioner 
D.S. Beatty expressed concern over the absence of any mean- 
ingful daily price and volume statistics for unlisted 
securities. The Report stated: 

"It is also proposed that a centraiized agency 

be created to collect statistics on both un- 

listed mining and industrial stocks. These 

statistics would include market prices, record 

of transactions and volume and would improve the 

sources of information. available to the public 

and to regulatory bodies governing the conduct 

of business on the over-the-counter market." 48 
2.14 At this date the Investment Dealers Association 
of Canada (1I.D.A.) has proposed a plan to the Commission 
which has been approved in principle. This has been the 
result of lengthy discussions between the Commission, in 
particular Commissioner Beatty, and the representatives of 
the self-regulatory bodies. The I.D.A. has undertaken to 
institute the plan and at the present time is close to in- 
stituting the initial phase of it. An amendment to the Act 
enables regulations to be passed in support of this infor- 
mation centre*”. Through such a regulation all registrants 
may be required to report all unlisted trades to this 
polwetea trading centre) "Ine Feb. Assy or “course, "Can require 
its own Menbers to “report. It is anticipated that the ©.D.A. 


and the Commission will work together to provide an adequate 


level of surveillance. 


Investor Disclosure 

fae Os The Kimber Committee, in Part IX of its report, 

47 Report of Commissioner D.S. Beatty on Matters Related to 
the Financing of Mining Exploration and Development 
Companies, O.S.C., September 1968. 

48 Id. at para. 1.08. 

49 The Securities Amendment Act, 1968-69, section 10(1) 
adding to section 144 of the Act clause (da) providing 


for "regulating the trading of securities other than on 
a stock exchange recognized by the Commission". 
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were openly concerned about the constitutional implications 
of some of the provisions which they recommended. The 
federal and provincial corporations acts provided for some 
annual information to be provided to shareholders. It was 
inadequate for the purpose of investor protection? ' ihe 
American federal regulatory scheme, with its differences in 
responsibilities, catered for a form of investor disclosure 
through the proxy solicitation procedures. The result was 
the adaptation of the American scheme through amendments to 
the Ontario Corporations Act for Ontario companies with the 
provisions of The Securities Act, 1966, governing the others 
where applicable. 

2 ok6 The Committee have concluded that, notwithstanding 
the residual problems which exist, matters which are clearly 
of concern to all investors, whether security holders or not, 
should be found in the Securities Act. The relevant 
corporations acts will continue to govern the relationship 
between the shareholder-investor and the issuer. This is not 
to suggest that the shareholders should receive any less 
from their company than they are now receiving. 

Peele. The yearly and half-yearly financial statements 
presently required pies ea) benefit All anvestors: The an- 
formation circular now required to be sent also contains 

this Class of information to which would be added in an in- 
tegrated system further facts. Insider liabiiaiity! sti kes? maa: 
the heart of the question: equality of information in the 
market place. While on the one hand it does make the insider 
liable to the company of which he is an insider) andsAmethat 
sense may be argued to be company law, on the other hand in 
this aspeett itegesed sompuniti.veral The extens 10nhofsithe 


Ll aba acti neckeove ws ont euiy: investor, buyer or Sel hers = whe 
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deals: withithes insiders toyhias. detriment without the.specific 
confidential information known to the insider, underlines the 
rightmto.equalin.tyeort sant ormavron ifor.al iin. thermarket.place. 
_Take-over bid legislation clearly is a part of the scheme of 
securities regulation. We question whether the form of 
proxies or the manner in which they are to be voted should be 
continued in the Act although the special provisions regard- 
ing the voting by registrants of securities still registered 
in their names may be viewed as appropriate. These were 
mattexs.iof jsome .mportance,.in, attempting to provide, for,an 


integrated plan. 


CONCLUSIONS AND RECOMMENDATIONS 
LL. _ Continuing Disclosure 
Zab We have concluded that the disclosure system 
imatiated. an The Securities Act, 1906 provides the basis for 
a completely integrated continuing disclosure system. In 
subsequent paragraphs we shall outline the way in which we 
believe this can be achieved. 
2.19 No effort has been made to analyse critically the 
kinds of disclosure presently required in a prospectus against 
the information available subsequent to the completion of 
primary distribution through the reports now required. We 
have accepted the facts available through a prospectus as 
the facts which are necessary to an informed investment 
decision. In speaking of a prospectus standard of disclosure 
Weecterer tO,4a Standard of disclosure and not to the kind of 
document through which the disclosure must be made. 
2e20 During the course of a primary distribution to* the 


DubLAe Under the present legislation-© through the prospectus 


5O” Seer Chapter’ LE, 
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and amendments to it a minimum standard of disclosure is 
provided.) Pt is: ryécognized “that sevenr wrth thes narrative: Loum 
of prospectus “there ‘are-manyoinves tors who, Pack «thei expertise 
to utilize the facts made available to full advantage. They 
rely on the representations made to them by the salesman or 
their own advisors. The emphasis is on the issue then being 
sold in many cases and not on the issuer. 

Diva An investor disclosure system would commence with 
a cornerstone prospectus. The facts then available concerning 
the Issuer would Constitute tubs + rievands plained sel oeiire™ 
ofall’ material facts relating. to the affairs. of4thetissuer. 
This initial material would be subject to review by the 
Commission staff in the same fashion a prospectus is reviewed 
today. After the initial prospectus disclosure the prospectus 
as we know it should disappear for further public issues and 


be replaced with some simpler and more basic document which 


for the): purpose ofythise reportawe cally the,"effering.circular",. 


2e 22 Once the, issuer;.applies for the privilege of 
participating in) ithe: system it-wibl., be) obligatedato maintain 
thesprospectus standard of disclosurepthrough the filing of 
quarterly statements. Since the material should be up-to-date, 
any material change taking place between quarterly reports 
becomes the subject of a timely amendment in the same fashion 
that an amendment is now required to a prospectus by section 
55 of the Act. The amendment should be filed as soon as 
practicable but in any event within ten days from the date the 
change occurs. A yearly statement, incorporating the changes 
reported coupled with the audited financials, would provide 
the up-to-date basic summary which could then be reviewed by 
the. investors 


Che Excepting for the cornerstone disclosure, these 
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reports would simply be filed. They would come under 
immediate scrutiny by the Commission only when an offering 
cincubarwasi required. Thevofifering eirculans;) Lake. the 
presenti prospectus, scolldvonky) be wsedvatter it had! ‘been 


submitted to and accepted for filing by the Commission. 


2.24 The obvious advantages of such a system became 
apparent as our study developed. Each problem eventually 
Ledetorthecquestion of faixzness in the pmarket place. . If 


there ieianvequality of: information; aswwe 'discuss in 
ShaptereniV -tacVilbiveathe necessity for many of the present 
restrictions on resale will disappear. In the other cases 
the offering circular required will not only be simpler in 
formhbut teaser ito jproduce.since the detailed «basic, facts 
willewatready be oncpublic«file. 

2225 Assuming adequate surveillance and enforcement 
the result should be a high level of public confidence in 
Ontario ss -securmbiies markets. Each, investor wilk himself, 
or through his advisers, have the opportunity of assessing 
Allethe wmaterzal facts concerning (the |\issuer'!s. affairs. «This 
should add to the breadth and liquidity of the market, 
particularly when coupled with the assurance which it may be 
expected will flow from the trading information concerning 
unlisted securities which will be available through the 

Sipe ee crear 

Za 0 Companies which are filing reports pursuant to 
the requirements of the continuous disclosure system are 


hereinafter referred to as "reporting companies". 


51 The relative importance of continuing disclosure to the 
investor may be measured by the fact that new issues 
filed with the 0O.S.C. in 1968 were less than 10% of the 
value Of trading “on the *[ S/Eo in 196e.: “The Wieat Keport 
at p.58, shows during the period 1920-1967 the aggregate 
volume of new equity securities offered for cash was 
approximately 3.15% of aggregate U.S. exchange trading. 
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eve Ts In order that investors taking securities pur- 
suant to an exemption will know their rights of resale and 
in order that investors generally will know which issuers are 
making regular disclosure we recommend that the Commission 
naintain a) ctrrent? list of (reporting! companies tavai lable 46 


THE? GaVeSeLG? PUD ie 


gine MOLTerING: Ciarcular 

Cue if a prospectus standard or ‘disciosure as: con- 
tinuously available it should be possible to devise an offer- 
ing Circular containing the, salient: facts About the company 
and the purpose of the proposed issue. The responsibility of 
the underwriter and the issuer would remain the same. The 
protection which we are told flows from the bargaining process 
between the underwriter and the issuer would stiktl exist. “The 
circular will be reviewed by the Commission staff. It will 
also be examined in the light of the facts on*file to ensure 
that adequate disclosure is available. The standards and 
discretion contained in section 61 will not in any way be 


reduced. 


3. Timely Amendments 

veg Unlike the present "timely disclosure" POTICLESs 
which contemplate disclosure on occasion before the TACT “thie 
timely amendment will be required essentially at or immediately 
following ‘theVevent’”. ©The fact! of negotiations or contemplated 
acquisitions may be the subject of a press release) "acapy: of 
which will continue™to be £1 Vedv The conpretionor he trans 
action will be the subject of a timely amendment. 

230 We suggest that if language similar to that in 
section 55 is adopted, for greater certainty, iti should suggest 
some specific circumstances which should lead to an amendment. 


The Commission's timely disclosure policy dives some direction, 
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4.) QuarterlyrReportaing 

Baad The Kimber Committee considered the benefits of 
quarterly reporting’. Ctrconctuded "that scost and ancon= 
venience jum Pirated againetorequinang (Ssuchireports tat that 
time. In the five years which followed dramatic changes have 
taken aplace. wiiheat: Sub owitltishortiy have ivastual byeal ost 
LeSulgstedmussuersHrepor tiangien a quarterdyybasis. a tewould 
seem incongruous that junior or more speculative issuers 
ough! netsto «bes subjectiitomthig requirement on tthe ground of 
eost7 jw Theis) Get Rseeensitomicy rs? one of “the, obla Gataonsran 
issuer assumes when at) seeks public financing.» We are in- 
formed that any reasonably managed company produces these 
statements regularly, frequently monthly.ems am essential 
management tool. Consequently a company which is not 
orgenized to produce such information may be suspect. 

woe Instead of semi-annual audited financial state- 
ments we recommend that quarterly unaudited statements be 
filed. These will be supplemented for the investor by the 
timely amendments and the timely disclosure statements filed. 
Considerang the whole, anéluding the cormerstone prospectus 
or the last annual filing, there should be available a 


prospectus standard of disclosure. 


5h > “exemptions: 
Ee): The Committee recommends that the right to apply 


tosthesConmiussionm for rekief from the statutory requirements 


be retained’. There have: been a number of such applications 


52 See Kimber Report at para. 4.26, 4.27 and 4.28. 

55 ‘Statementetorrsource andsapplication or funds; sales ar 
gross operating revenue, extraordinary items of income or 
expense, and net profit and loss are not required semi- 
annually by section 129 of the Act. 


54 Seewscetionseler(S)etand 1 3lL"h).of the Act. 
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made by responsible issuers who felt they might be unable to 
comply, because of some situation over which they had little 
or no control>>. The fact tofiwthe-applicationm andthe tesullt 
become public knowledge through the Weekly Summary and the 

public file. On the other hand we reject the general theory 
offered that seasonal or other conditions peculiar either to 
the company, the industry, or force of events would render 


the statements meaningless. Peculiar conditions can be 


dealt with by way of a note so the reader will not be misled. 


Normal cyclical variations can be indicated and will be 
apparent over a period of time. Any argument based on small 
size or lack of money merely serves to emphasize the need 


for disclosure: im these icases), 


6. Shareholder Disclosure 
2.34 In recommending that the investor disclosure 


provisions incorporated in the Corporations Act be repat- 
riated to the Securities Act and in essence declared to be 
such, it is our hope that the result will not be a reduction 
in the kinds and quality of information a company will be 
required to furnish routinely to its shareholders. While we 
recommend the removal of proxy solicitation from the tM oat 
together with the information circular, we hope that where 
the public disclosure required by the Act providesriommore 
information than is required to be furnished to Shareholders 
under the basic provisions of the relevant corporations acts, 
those acts will require the annual continuous disclosure 
statement to be furnished to the shareholders. Similarly 


the financial statements required under the Act should 


OE Ly eS SE a ee ep a 
55. oor Anstance: anvonel casera strike and in another a break-— 


down of a computer made it apparent that with the best 
of will the required, financials could not be produced in 
time. 
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correspond, so far as is possible, with the audited state- 
ments the company is required to prepare and circulate amongst 
shareholders under its act of incorporation. The Kimber 
standards have now been adopted as a matter of shareholder 
disclosure in most provinces and in the proposed amendments to 
the ‘Canada Corporations Act S111 einen While every effort 
should be made to avoid requiring the production of two sets 
of quite different documents, through discussions between 
those responsible for the administration of corporation law 
and the securities regulators it should be possible to frame 


both acts, as at present, to accommodate the requirements of 


shareholder and investor protection. 


7. Implementation: When Should Continuing Disclosure Apply? 
Lie At present the continuous disclosure requirements 
of the Act do not apply to all issuers whose securities have 
been distributed and are publicly traded in Ontario. The 
Kimber Committee concluded that the jurisdictional as well as 
constitutional problems militated against any attempt to 
impose the requirements on any issuer who had ever dis- 
tributed its securities in Ontario. These considerations 
still apply. We therefore recommend that generally speaking 
the expanded disclosure requirements should apply to all 
issuers required to report under the provisions Of Parts xX 
and XII of the Act or the equivalent provisions of the 
Corporations Act. We further recommend that all companies 


whose securities are listed and issuers qualifying any 


56 An Act to amend the Canada Corporations Act and other 
statutory provisions related to the subject matter of 
certain of those amendments, Bill C-198, given first 
reading May 22, 1969 in the First Session, Twenty-eighth 
Parliament; re-introduced with some changes as Bill C-4 
in the Second Session, Twenty-eighth Parliament with 
tirsetereading Petober 27; 1969. 
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securities for distribution in Ontario through a prospectus 
ing gutures Shoulds besubject toi thexsystem. 

2% SO The’ events subsequent to. ithe publicationsoef) the 
Kimber Report have led us to question the distinction between 
"equity" and other securities. We feel that all investors 
should be entitled to the same standard of disclosure and 
would therefore recommend the distinction be abandoned. 

2p 7. The details of disclosure and the implementing 
regulations’ should, be, carefully explored with the widest 
opportunity for discussion. The wisdom of this was demon- 
strated in the implementation of the existing legislation. 

It is therefore apparent the implementation of this recommen- 
dation must be viewed as a long term project. It is 
particularly in this area that the widest discussion must 
take place amongst previncial administrators. 

2230 When the trading information system presently 
being developed by the I.D.A. becomes fully operational and 
is capable of providing trading information concerning all 
unlisted trading in Ontario, issuers who are not required to 
comply with the disclosure system may be encouraged to do so 
through either distinguishing on the daily list between those 
issuers making continuing disclosure or only perma tting 
trading information to be published concerning those issuers 
making adequate continuing disclosure. Issuers meeting the 
listing requirements of the Toronto Stock Exchange will be 
encouraged to seek listing on the Exchange. The argument 
concerning the burdens of disclosure upon listed companies 
will disappear. The fact of listing will continue to besa 
mark of distinction providing access to a better market 


place. 
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SysSanctions 

(et ja esCao dibs Inia es by: 
259 Sections: 634) 6G4mand 241 «of! the Actsprovade civil 
remediests nescission of contractvand damages’,,inthose cir 
cumstances requiring the filing and delivery of a prospectus. 
We recommend that these should continue in those circumstances 
where an Offering circular ae required. They have been 
developed to meet the inadequacies of the common law and to 
give the small investor an effective remedy. Mfhey establish 
on the one hand the need for responsibility for those whose 
names appear on this kind of filing, either approving or as 
signatories. On the other hand they act as a deterrent 
against misrepresentation by providing both rescission and 
damages. 
2.40 We have considered carefully the question as to 
whether these rights and liabilities should extend to all of 
the documents we contemplate should be filed in the continuing 
disclosure system. The statutory provisions override or 
specify the common law in the five elements off falsity, 
piralvity ~ascientex,mreliance and damages. While we believe 
that the persons responsible for the filing of timely amend- 
ments or the regular statements should certify the material 
or otherwise be identified through the filing of a copy of 
the directors' resolution approving and authorizing the 
statement to be filed, it is not contemplated that these 
materials will be delivered to investors as a matter of 
securities law. Accordingly we believe that no further ex- 
tension of liability should take place. We do recommend 
however that liability be extended to take-over bidycircurlaxys 


ares SF 
which are currently delivered to individual sharcholders «. 





57 \ See Chapter Vir. 
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(b) Suspension of Trading 


2.41 Where the information in the market place is in- 
adequate the Commission has the power unders'section 141b: to 
suspend trading until such time as the facts, or the absence 
of adequaterfacts;. visrmade? publ ie. | The Commission may also 


stop primary distribution under section 62. 


(c) Denial of Exemptions 


2.42 Subsections 5 and 6 of section 19 of the Act 
enable the Commission to deny any or all of the exemptions 
from registration, and thus indirectly from the prospectus 


exemptions, to particular persons or companies. 


(d) Restraining Orders 
2.43 Section 14la enables the Commission to apply to 
the fiigh? Couxt for an’ order restraining continuing violations 
of the Act.) We) are hopeful that increasing use will be made 
Of thisiproe vision. Fars thy dinerthose areasrwhere themilawea cs 
new and its precise boundaries may be a matter of Opinion, 
the question of law involved comes before a judge whose 
decision, and that of the Court of Appeal, will develop a 
body of definitive case law. Sécondlyi; ain! such’ Aan application 
because the proceedings are not launched in a erimimal court 
and there are no penal sanctions flowing from them there is 
less likelihood of injury to the reputation of the parties 
and consequently the matter is likely to be responded to 
with more objectivity. Thirdly, a repetition of the conduct 
complained of in the face of a restraining order ‘is perhaps 
more serious for the party since he is in contempt of the 


Countess oad ein. 


(e) Securities Act Prosecutions 
OS CCU TONS 


2.44 Failure to comply with the Act may rresubtrerry 
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prosecution in the provincial criminal courts for the 
statutory offences created by section 136 and elsewhere in 
the Acts “Conviction’can result in a fine or jail sentence 


Or both: 


(f) Criminal) Offences 
2.45 Where the documents prove to be instruments of 
deceit and it can be proved beyond a reasonable doubt that 
they were intended to produce this result by some ascer- 
tainable person the consequence can be a criminal prosecution 
for one of the kinds of fraud or theft stipulated in the 


Criminal Code. 


9. Effective Dissemination of Information 

2.46 The system recommended is ineffective if the 
result is merely to fill, filing cabinets in the Commission's 
offices. As to the material presently being collected we 
believe that it has resulted in greater light in the market 
place. The material is being reviewed by the financial press, 
the financial analysts, the investment community, and 
individual investors. Comment is made concerning the material 
filed. The market place does respond to the disclosure Ee 
does far more than satisfy idle curiosity as has been 
suggested. Our concern lies not with the principle but 

rather with the speed and effectiveness of dissemination. 

2.47 In the time alloted to us we have been unable to 
do more than to suggest fruitful lines of exploration. At 

the date of writing we are led to believe that a commercial 
service will be available in the near future which will 

supply copies of disclosure material on the O.S.C. public 
files. Every effort should be made to encourage the media 


to examine, report and comment upon the information filed. 
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OR Timely Disclosure 


2.48 While there is some evidence that some issuers 

are prone to premature disclosure or disposed to make announce- 
ments concerning events which appear somewhat immaterial, 
nonetheless we feel that timely disclosure should continue to 
be encouraged. We have considered the question as me whether 
it ought to be made a matter of regulation and have con- 

cluded that for the time being at least it should remain a 
matter of policy statement (as opposed to the timely amend- 


ment provision which should be legislated). 
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CHAPTER: “ti 


WHO ARE THE "PUBLIC"? 


"Primary Distribution to the’ Public” 
LOR § The scheme of the legislation is to prohibit 
certain courses of conduct and then to provide for exemptions 


from ‘the general’ prohibition.’ Such’ a prohibition is’ ‘found 


im section J5( 1) of the@Act which prohibits trading? ina 


security "where such trade would be in the course of primary 
distripution to the public of such’ security until “there have 
been filed with the Commission both a preliminary prospectus 
and a prospectus in respect of the offering of such security 
and receipts therefor obtained from the Director." "Primary 
aqistribution® to the’ public’ i= defined by* clause 16’ of “sub= 

section Mort “section. of the Act’ as follows: 


MHrinary Gvetrrpution to the public’; used in 
relation. to trading in securities, means, 


i. trades that are made for the 
purpose of distributing to the 
public Securities issued by a 
company and not previously dis- 
tributed, or 


41. strades, in previously. issued 
securities for the purpose of 
distributing, such securities 10 
the public where the securities 
form all ox apart Of or are 
derived from the holdings of any 
person, company or any combination 
of persons or companies holding a 
eutficient. number of any of the 
securities of a company to 
materially affect ‘the control of 
such company, 


whether such trades are made directly to the 
public or indirectly to the public through an 


58 "trade" or "trading" is defined in section 1(1)31 of the 
Acts 
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underwriter or otherwise, and includes any 

transaction or series of transactions in- 

volving a purchase and sale or a repurchase 

and resale in the course of or incidental 

TOP Suc hrdeSt riputaom. oye 
SIOZ Section 58 provides the exemptions from the 
general +pronibition. In sectiony 35.90 It doestsei by stating 
that section 35 does not apply to trades involving certain 
classes of persons, companies or securities or dollar value 
amount of securities incorporating by reference some, but by 
no means all, of the exemptions) from, registration. found ain 
section 19. We shall be considering these exemptions in 
depth.an, Chapters,1V to) Vii LL. 
Be In paragraphs 1.24 to 1.26 we considered the 
"need to know' philosophy which the Commission has assumed to 
be the basis of the regulatory scheme. For instance the Act 
declares that certain types of investors who are willing to 
invest $97,000 or more are sucfticrertlspastutes so, 2s. no ty sto 
require the information and protection afforded by the 
prospectus requirements of the Nate. Similarly the Act 
declares that securities quaranteed by governments or 
guaranteed by companies subject to other regulatory authority 
need not be the subject of prospectus disclosure and review°?, 
3.04 The legislators, recognizing that the definition | 
of "primary distrabution'! was nod.af ree, of doubt, delegated a 
form of discretion to the Commission in section 59. While it 
1S impossible to. legislate so as: to encompass all the per- 
mutations and combinations of securities transactions which 
the combined ingenuity of entrepreneurs, lawyers and 


accountants May conceive, a Dae Vy wbOmea contemplated trans- 


action may apply to the Commission for a ruling that, the 


59 Sections 19(3) and 58(1). 


60 Sections 19(2:)1 and 58. 
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transac troniiwould motncons tatutex’primary distribution to: the 
public". The Commission, applying the "need to know" test, 
frequently declares) thatthe: proposed»recipient is not).the 
"pDublic". Recently the section was amended by adding a sub- 
section permitting control persons or persons holding 
securities which have not been previously distributed to the 
public to apply for an exempting oiieee tan 

3.05 The spate of applications made to the Commission 
under section 59 since the new Act came into force has largely 
been the result of uncervainty flowing from the application of 
the exemptions and the proliferation of acquisition minded 
eonparmecae The shares which they proposed issuing in con- 
sideration for business acquisitions might otherwise have been 


viewed as issued in the course of primary distribution to the 


public. This problem is considered in some detail in Chapter 
WE. 
3.06 Our immediate problem was to resolve who the 


legislation was designed to protect and under what circum- 
stances. The first step was to attempt to clarify the 
meaning of) 'primany distribution to, the, public" »,1f our 
questions as to the meaning of the persons requiring 
protection, "public", could be satisfactorily resolved then 
what are presently considered as problem areas could be 
assimilated and integrated into the continuing disclosure 
system recommended in Chapter II. These areas are con- 
sidered in subsequent chapters. 

BER In attempting to resolve the problem the 


Committee has sought to avoid the creation of what is styled 





e CRS ee 2 ee ee ee 
61 Stats. Ont. 1968, c.123, section 21(1) - now section 
59 (1a). 


62 Between May 1, 1967 and December 31, 1959 the Commission 
issued 405 orders under section 59. See Appendix VI for a 
further analysis of these applications. 
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"letter StocKknl>: Similarly we have tried to reduce toa 
minimum the situations in which the holder of securities is 
uncertain as to the circumstances under which he may dispose 
of his secumitinece) Wevdomotpbelieverthat it srg the 
interest. off Canadian <investoxrs) to cencourage artificial .oxr 
uncertain restrictions leading to the creation of classes of 
securities which can only be traded amongst sophisticated 
investors. This has been the result of the private offering 
exemption in the ae ole ee We have also sought to avoid, 
excepting within clearly defined limits, the creation of 
ether classes of escrow similar to those which have resulted 
from section! 59\(1) ‘xulangs) based. on (proposed: acquisi tions’. 
We wish to encourage the liquidity of the Canadian equity 
narke tie no place sfx thea mes tr. eC2OnNS oni fit: 
3.08 We concur in the conclusions of the Kimber Report 
which states: 

"While the underlying purpose of legislation 

governing the practices and operation of the 

securities market must be the protection of 

the investing public, it is equally true. that 

the character of securities legislation will 

affect the development of financial’ institutions 

jand? their e6fp1Cieney iY pextomminig wWenvaan 

economic functions. The principal economic 

functions: (of ia Acaputal market pare: sto; assure 

the optimum allocation of financial resources 

in the economy, to permit maximum mobility and 

transferability of those resources, and 10. 


provide facitartaes) for a continuing walua tion 
of financial assets." 65 


Purpose of a Prospectusior (Otfering iGaxncular 


B09 We are informed that the process which ultimately 


63, YVLetter "stock estan “American tconcept!i iverers, to. isecurittés 
issued to an investor who gives an undertaking, usually 
a Metter, 6to' hold ouch! secuni ties §f ox «investment. pele 
law 1s uncertain as to the holding period;  <section, 19(3) 
of tour Act provides -théeisgeneésis for this clase of tsecuri ty 
in Ontario. 


64 "Section 4(2) of *thed!33 Aet. 


OD $pans nl. O06. 
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results in the delivery of a document into the hands of a 
prospective purchaser has benefits which extend far beyond 
the obvious purpose of investor information. These are as 
follows: 

(eo ™Daringt thescourse’ of) the preparation and investigation 
necessary to marshall the facts required to be included 
in the prospectus the issuer must examine in depth tS 
corporate structure, management, purpose and objectives 
in a comprehensive and pragmatic fashion. The results 
are frequently of great value to the issuer. 

(2) Where the underwriter is independent ofitthevissuer and 
pacthicular lyjieit tiitedeals withthe publieythe: underwriter 
scrutinizes the affairs of the issuer for two different 
reasons. Firstly, it wishes to be associated with a 
successful, distribution so that it will not only profit 
but through a successful financing attract new business. 
Secondly it hopes that the venture will flourish and 
that an independent after market will quickly develop. 
This will insure the satisfaction of its clients and 
will encourage their purchase of other issues it 
sponsors. 

(3) The regulatory review by the Commission staff is unin- 
fluenced by either profit motive or market pressures. 
The prospectus is analysed acgpdiet sthie “standards laid 
down by the legislature and the policies developed for 


the guidance of the staff by the Commission. 


The Meaningrof "Pubbhic” 

2 LO The legislature has set out to protect the 
"pnbublic'' by providing it, at least in the case of "primary 
distribution", with adequate information upon which to base 


an investment decision. \.Judging from the kinds of people 
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and securities singled out by the combined exemptions in 
section 19 and section 58 there are circumstances when it 
did not sfeels that, this! protections«was necessary. eithe 
question we explored is whether these people should not be 


considered the "public" or whether they are a special segment 


of thie: *pubiac who, havandemno: "need: Hoeknow"),crequaxerinre 
special sprospect us"protec‘tion win thasichaptern me; elaborate 
on our conclusions. .We deal in subsequent chapters with the 


problems raised by the possibility that exempt persons may 


beused as’ conduaitseys for drstaibutainoisecibitiesmtoethe public. 


Sees al The word "public" must be viewed in the light of 
thes regulatory Scheme® am whichhat a Sacfound 4) |) Eni -the-comtext 
of a distribution to the public three alternative meanings 
for “public” have been suggested: first that: the dis- 
tribution must be to every member of the community, next to 
any smenber of thesconmmunityy and, lastiysacthe distribwtion 

May be to ‘all but) certaim imenbersof the community. «ito may 
be concluded that our present legislation represents a com- 
bination of the second and third alternatives. Section 35, 
as we noted previousby,! appears: tovdirectiMmiite attention to 
each and“every one of us. « The exemptions’ then igo mnt 
provider a ‘specific hist om excep tions tomthe geneialexeqti re 
ment. 

Sek2 Most of the reported Canadian cases have. been 
concerned with trading in the securities of private companies 
to the public. In Ontario sections 19(2)9 and 58(2) include 
the securities of a private company in the exempt class of 
Securities’ "if the securities are not ioffered forsale to the 
public”. The exemption in section 58(2) by incorporating 
section 19(2)9 purports to exempt the trades from a 


prohibition which is not applicable. This logical paradox 
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results from the legislative technique adopted of incor- 
porating all of the registration exemptions in section 19(2) 
by reference. Patently someone must be permitted to invest 
in private companies. The decisions do little to resolve 
Ourlvd7TTPicul Taes. 

Baie The leading English case on the meaning of 
Poublac ini thercontextor, securities, Legislation, Nash v. 
Pale andes! tomtine: confusions Wiehe cases (top that date, are 
considered in R. v. Empire Dock entrant The Canadian case 
which has considered the question in the greatest depth would 
appear “to ber R rv. Piepgrass’®, The Alberta Court of Appeal 


would apparently exclude, in the case of private companies, 


"ordinary Sales of a private domestic concern toa person or 
69 


persons having common bonds of interest or association..." 


3.14 In the introductory chapter /° we concluded that 
we should examine the regulatory scheme in the light of the 
"need to know' test enunciated in S.E.C..v. Ralston Purina 


fel 


Co We have concluded that the Legislature intended that 





66 [19290 PANC. “158° (HL) 9 See Lord Hailsham, L.C. at 
pwlO4: who! saye,ingerfect that it is an offering to the 
public if a prospectus is "shown to any person as a 
member of the public and as an invitation to that person 
to take some of the shares referred to in the prospectus 
ton’) ViecountsSumeriat p.: 169, states, that; i1t.as an 
offering to the public if it is "open to anyone who 
brings his money" but that "a private communication is 
noth thus’ opemoi.! . 


67 (1940), 55 B.C.R. 34: a decision of a British Columbia 
County Court involving a wide spread mailing to a 
special segment of the community. 

68° (LOSS; 2D. DIR BA2dey’ 2201 (Alta CAL Le See “also a 
decision concerning an Ontario private company, R. v. 
Golden Shamrock Mines Ltd. et al.,[1965] 1 0.R. 692 
(CoA 

69 JG, at p. 225. 

70 Supra at para. 1.26. 


els Op. Git. LOO tnOLe 24. 
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the protectionofmuthe Ac te should ne hactbexat forded.to 
virtuall yreveryoner excepitinguthose:that,ite speciutacaldy 
exempted. from its: protectavexumbrella..». wit«prohabits,any 
PrimMatyydistributson wo gheypublacein, sect lone 35 ethnen 
throughran extensive series, of exemptions: found ane section 
58, 7 whi chin turpnReross-reters, use back). tor'speci fienexemp-= 
tLONSAANNSect On flO Section SSpine rea litswerstates that 
whether cing thevcase of, wtheyexemptionsin, subsect rons, ly-and 
3einesecthoned® .cehis, purchaser gcva member ,of stherpublue 

OM NOs An» ahericamecuns tances, set! Out ithe exemptionane 
prospectus) Simeed edt, yelhe sexemnpt ons: dnesectionw5S(2 ee bso 
appear» tos memove: the prospectuss requirement. 

Se Is To clear away the confusion which now surrounds 
the concept of "public" in the present Act we recommend that, 
excepting for -those:places vimiwhachr atyismtound! in, section 
Mey aot the word be eliminated. We, in the chapters 
following, will examine the exemptions in the light of the 
need) of? theyparticulam manves tors fore piCSpectusnoxr 
offering circulares Whikes the: continuanorduselosurcer system 
we believe will provide an adequate standard of investor 
information these particular recommendations are not 
predicatedvon dhe +exisitencerotecuchalsysten.s sloday,seitwis 
accepted that, subject; to, the purchaser or recipient; not 
being a "control person",eif. the trade is. cleavii, withinethe 
exemptioOnsrinisectiony 58 (subdicete to investment intent in 
the case of a private placee) there are no restrictions on 
resale; The mesult of eliminating: the-use ef the word 
"public™ would) be that unless the ‘trade falls.clearly within 
one of the exemptions a prospectus or offering circular is 
mandatory. This will eliminate the necessity for the kinds 


ee 
ie Clauses 4, 5, 9 and) 12. 
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of “inTrospec tiverand philosophical ‘examinat iions of relations 
ships between proposed sellers and buyers that engaged the 
Committee in attempting to produce a general definition for 
the word. 

Sie Re, The Commission presently, through applications 
madertorait “under sec ti6n “59 (1)5 wesolves the doubt that’ the 
applicant may have by declaring the recipient is not the 
“publ ie! and therefore ‘the transaction would’ not constitute 


i2 ihe ‘results! Of the 


primary distribution to the public 
Commission's decisions have on occasion been incongruous. 

We do recommend that section 59(1) and (la) be repealed and 
that discretion be granted to the Commission, where in its 
Opinion the prospective purchaser does not need prospectus 
disclosure, or that the proposed trades would not be against 
ther public anteres tivscolqrant Snvexempt ion from @ther prospectus 
requirements. The power to impose terms and conditions upon 
the salervand the’ subsequent resale ~ should also’ be yclearly 


given. This recommendation is not dependent on a continuing 


disclosure system. 


"Previously Distributed" 

ek / We noted with interest the theories which were 
advanced on the basis of the failure of the draftsmen to 
aac lLude= ne words "to the pupiie'Varter the words “not 
previously distrabuted™ amelause 1o6%1s.0r section a! > 
To clarify the meaning of the present definition we are of 


the view that the words must be inferred. This has been the 


constant basis for many of the Commission's recent orders 





(o~"Thieeproblenmissspecietcalidyrdiseussedrinepara=-6:0l--to 
0.08 oF Chapter, Vi. 


74 See "Prospeetus and Registration Requirements" by R.C. 


Meech, Q.C. at p. 223 in Developments in Company Law, 
Op. Cit. footnote. 14. 
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under section 59(1) where it has found that the vendor of 
assets, being well protected in the transaction, had no "need 
to know" or need for a prospectus and therefore could safely 
be vrewed as not being’ the "public. "The shares,’ although 
issued) fon the)purpose of acquilsition, had ythus not been 
"previously distributed" to the public and could not therefore 
be freely resold by the vendor of the assets. This ambiguity 
will disappear if our long term recommendation is adopted that 
the word "public" be completely removed from the definition. 
3.16 It has been the consistent view of the Commission 
and its staff, extending back for at least two decades, that 
the combined eftect of seetions) 19) andi Ss\was torexempt: these 
transactions: fromthe! (prospec tus) requirements) in) thie: con 
text we considered that the securities would, once issued 

to the recipient and in his hands, be "previously distributed" 
and: ito the: publicewandiicoul di :therefore *beutreely resold. 

With the exception of subsection 3 of section 19, where the 
recipient has declared his investment intent, and certain 
exceptions found in section 19(2), unless the seller is part 
of “the’control group) the’ Act praces Novrestrictions om the 
raghnt*to/reselt (This is: quate arditrerent poss tron from 

the private offering exemption considered by the U.S. court 


To the Ralston Punina deeaia 


RECOMMENDAT IONS 
3.19 (1) The word "primary" in the definition we 
find! tobe! more confusing than useful... Sakes by control 


persons, das: aynesult, are .ceferred)to-as, “secondary: primary 
distribution". We recommend the word "primary" be deleted 


75 Had the exemption been available it would have been 
premised on the purchasers taking with an investment 
intent, and resale by those purchasers would not have 
been possible until the investment intent changed by 
virtue of a change in circumstances. 
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from, the defwnaittoen. 

3.20 (2) We have considered attempting to define the 
word “public"ss\Sincesthe proposed. .cegulatory, scheme: isan- 
tended to be all-inclusive, with the residual discretion 
vested,in. the. Coumission, thesreference’ to» 'public’sshould be 
removed... Section. S> would, then prohibit.a’, "distribution to 
anyone unless a prospectus had been accepted for filing. 
Section 58 would provide a comprehensive series of exemptions, 
as at.present, from <hisyvoeneral prohibition while section, 59 
would, provide ‘the ‘residual. discretion. »Thisplan has. the 
merit of both simplicity and certainty. 

Dine & When. the ‘conceptior "public" as removed rom 
the Act the term "distribution to the public" becomes "dis- 
tribution" and it should be defined as follows: 


"“distrabution”,i-used Snierelation to tradingin 
securities, means, 


i. trades that are made for the purpose of 
distributing Securities of a ‘company not 
previously issued, or 


ii. trades in previously issued securities 
where the, Securities) form all.or apart 
GE eeds 76 


The effect of this redefinition would be: 

(a) Every issue of a security by any company and 
every trade in any security by a person defined in 
Dravch (11 ef. "distribution would be a “distribution” 
subject to prospectus disclosure (if the company 

is not a reporting company) or offering circular 
disclosure (if the company is a reporting company) 

by section 25 unless a specified exemption from 

such disclosure is available in section 58(1), or 


pursuant to a section 59 order. Additions to 


76 Amendments to branch ii of the definition are suggested 
in the next chapter; see para. 4.14. 
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and modifications of the exemptions in section 
5 Sidhe en suggested am ichapiters.V ctowV. LE 
inclusive. 
(b) An amendment to section 58 would impose 
restrictions ipon’ the vresale of) securities 
taken pursuant to an exemption in the follow- 
ing terms: 
vAnYys bradesan- any secur it yaipurchased 
pursuant to an exemption in section 
5S( ay). akcoabdie tr bugdonnunlesc gn! 
The conditions which would have to be met in order 
for the trade not to: be a distribution would ,then 
beuspelted, out.) { Phne\standardwsetwort wjondi tions 
would. bewtha t).( 1] )athesdascsue rnuminst! bea: ireponting 
company, (2) twenty-eight days must elapse from 
the filing of a timely amendment describing the 
issue under the exemption, and (3) no selling 
efforts, must. be. made to.rade.-the <-seciurajties. 
(c) A separate exemption for sales by control 
persons based on these conditions is described 
in the next chapter’. 
(d) Issued securities not subject to a section 
5e(2) restriction could be treely traded. 
B22 (3) sin the short térm if the concept of the 
public is retained, in order to avoid the differences in 
interpretation which have arisen due to the absence of the 
words, "to the public” in clause 1 of Section 1 (1)16 we 
recommend that they be added so that the clause will read: 
Now trades that are made for the purpose of dis-= 


tributang sto «the, pub lictisecound ties, issued: by 
a company and not previously distributed to 


thes pubiaecertaay 


Th2as~definition—would .perate.in..a.schene.identical..to.that 
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outlined in paragraph 3.21, however the key concept would be 
"distribution tothe: puplaerather ‘than “distripution". 
2623 (4) Section 59(1) should be amended to permit 
the Commission clearly to exempt a proposed transaction from 
the. requirements of section: 25,Asub jece torsueh "terms and 
conditions as it may impose and always providing that it is 
satisfied the proposed transaction would not.be contrary to 
the public? interests) Thistas merely an adjunct to’ the power 
it already-hasi An! Seet ion, 19 ()a' to. grant.“ upon™application’, 
the- 6tatus? of an J exempt. purcnaser Section $59 ,~ in effect’, 
would permit the granting of the status for a single trans- 
action and-not 6n).a Continuand basis’. Resale’ of Securities 
taken pursuant to a section. 59 order will be’ governed by the 
provisions of the order which may be based upon the standard 
conditions set out in the section 58 amendment proposed 
above. This approach is extremely important to the compre- 
hensive» plan® founded on’ the’ "every person". prohibition’ in 
section: 35 and’ a’ comprehensive “need: 'to® know!” exenp tion 
scheme sponsored by the continuing disclosure system. Section 
59(la) would become redundant and could be repealed. 
3.24 (5) The continuing disclosure system will 
require the following: 
(a) Where securities are being distributed for 

the £irstortimeguthis wilds constitute’ the 

inttialAMdistyri burton, to? theopublic requiring 

An prospectus. dnder-sectiony 35; 

(b) Where the issuer or an underwriter wishes to 

effect an additional distribution and the 

issuer is a reporting company an offering 

circular must be submitted to and accepted 


for Faling? by the? Director; and 
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(c) In the case of an exempt transaction we 

believe that a timely amendment filed 

reflecting the material facts of the 

exempt transaction, will provide 

adequate investor information. 
325 (6) It was suggested that we recommend that the 
Commission authorize its legal staff to issue the type of 
"no action” letters which are written by the S.EB.C.) staff. 
We think this practice would prove to be unsatisfactory. 
Rulings may be obtained under section 59 relatively quickly. 
We are informed that some period of time must elapse before 
a reply is forthcoming, from theS.E.C. The Suggested 
amendments should reduce the uncertainty and therefore the 
necessity for both applications and opinions. This is not 
to suggest that there should be any lessening of the present 
practice of informal consultation as to problem areas with 
the Commission staff. In unique cases the staff may feel it 
appropriate to refer the problem to the Commission itself 
through a specific application or on a question of principle. 
320 (7) Through section 59 applications the Commission 
becomes aware of new developments in corporate financing. In 
subsequent chapters, based upon the most frequent kinds of 
application, we recommend that private acquisitions be catered 
for through specific exemptions. Through experience gained 
from section 59 applications the Commission may recommend 
further statutory exemptions be added to section 58. 
3027 (8) As a matter of drafting technique ithuas 
recommended that for greater certaanty and. clarity: the 
exemptions based on the "need to know"! concept incorporated 
in section 58 by cross-reference to subsections 1 ana 3S of 


section 19 should be set out in detail lmtsection 58% 
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CHAPTER IV 


CONTROL PERSONS 


The Regulation of Control Persons 
4.01 Control persons become enmeshed in the regulatory 
scheme through section 1(1)16 ii which defines "primary dis- 
tributions to) thespublice™ tosinelude, 
Povis "trades intpreviousily issved0 securities 
for the purpose oF Gistribmting such 
securities to the public where the 
securities Form All or a part.of oT are 
derived from the holdings of any person, 
company or any combination of persons 
or companies holding a sufficient number 
of any of the securities of a company to 
materially affect the control of such 
coupany <. . 
Unless, as discussed in the previous chapter, an exemption 
is available or is obtained through section 59(1) and (la) 


the control persons must comply with the provisions of 


SCCHlOnN oD. 


Who are "Control Persons"? 

4.02 It will pe ™Moted. that “the definition does not 
require that the control person (which includes a "company" 
or a combination of "persons and companies" for the purpose 
of this chapter) actually exercise control but merely that 
he should be in a position to materially affect control. We 
have concluded, in the absence of evidence to the contrary, 
the position should crystallize when the holdings reach 20% 
of the outstanding woting shares... This is the standard for 
control established by section 80(g) in the definition of 
take-over bids ‘In the-absence of actual control each case 


must currently be considered on its facts. 
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4.03 


The control position may be arrived at in several 


ways, the following being among the most common: 


(a) 


(c) 


The control person may be the original 
promoter and have achieved his position 
AS AO rescult oF the cale of .assets or 
the provision, of, services: in. return. tor 
seCurities as, well, as. through private 
subscxi pt ion. 

The position may be achieved, inten- 
tionally or otherwise, through purchases 
in the market, by private agreement or 
through private placement, or directly 
through an exempt or non-exempt cash or 
share take-over bid. 

Tt. may, Occur) during the, course of what 
is sometimes referred to as a reverse 
take-over that the share consideration 
offered» forthe target company isso 
large» that, the.control. persons in» the 
of feree. company. actually.obtainy Contro. 


Cie Wwlaves OuMmirSivONe « 


ihe Need ror Special Regulation 


4.04 


Historically the following appear to be the reasons 


for requiring prospectus disclosure by the control person: 


(a) 


Becatise of Nis Special relationship the 
control person might well have access to 
information not available to the remaining 
shareholders and the public enabling him 
to buy and sell to his personal advantage. 
He has a special interest in ensuring 


that, the market price of his- securities 
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(d) 


does not, fallband is exposed to a 
temptation to manage the company's 
affairs or the news concerning the 
company's affairs so as to cast them 

in the best light during those periods 
when he wishes to sell, or perhaps 
equally as important, when he wishes 

to use his securities as,collateral 

for a loan or margin for his brokerage 
account. (These suspicions were voiced 
to us on several occasions in connection 
with the premature announcement of 
proposed take-over bids which were not 
proceeded with for reasons which in 
retrospect should have been apparent at 
the time the announcement was made. It 
is conceded the "timely disclosure" 
policies raise real problems for the 
conscientious entrepreneur. ) 

The precipitate sale of a control 

block may have a disastrous effect on 
an orderly market to the detriment of 
all shareholders. 

The control person may actively 
participate in or influence the 

quality of management - he is 
frequently the vital force in the 
company - and his decision to with- 
draw from the company may be a piece 


of essential investor information. 
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4.05 The definition does not now distinguish, as did 


its predecessors’’, between the sale of voting and non- 
voting securities from theyholdings..of avcortrol, person} 
The reasons given above would apply in whole or in part 


: ee eee: 
non-voting securities : 


Relief from the Prospectus Requirements 


4.06 While section 59(1la) did provide some limited 
relaxation in these restrictions”, the control person 
remains generally speaking subject to prospectus require 


Menus ShiOuUlashe wish tomse lle The amendment to section 


in the 1966 Act requires a control person in a listed company 


to file a Statement of material facts before he can sell 
securities through the facilities of the Exchange. This 
change has further contributed to the. "thinness" of the 

Canadian securities market by reducing its liquidity and 


its ability to respond speedily to changing conditions. 


77 See the definition GF "Primary distripation’| Sectic 
L( 1) (ii) 9 ythe) Secupitres Mot, wReS20% L9GOic. 363; 


78 In its Famous Players Canadian Corporation Limited 


decision, May 1969, O.S.C.B. °83; the Commission 
Claritzed ets position in this reqard. 


79. Section 59(1la) reads as follows: 


4b ey Where, upon an application under subsection 
the Commission is satisfied that, 


(a) “the number of securities is not substantial in 
amount in relation to the holdings of the ofte 
Or preposed offeror 3 .0r 


(b) the proposed purchaser is acquiring the securi 
or securities for investment purposes with 
reasonable knowledge of the affairs of the iss 


and, in the opinion of the Commission, to do so wou 
not be prejudicial to the public interest. the 
Commission may rule that, subject to such terms or 
conditions as the Commission imposes, the trade or 
tended trade shall be deemed not to be a primary di 
tribution to the public and the ruling of the Commi 
is final and there is no appeal therefrom." 
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(It has also reduced the temptation to manage news so that 
the control person can sell on the rise and retrieve his 
overall control position when the price drops. ) 

4.07 Section 58(2)(c) was designed to provide some 
additional relief for the control person in a listed company. 
It exempts "isolated trades not made in the course of con- 
tinued and successive transactions of a like nature" through 
the facilities of the Exchange. 

4.08 The control person, like the issuer, is also free 
to trade through any of the applicable exemptions in section 
58, including to exempt institutions and by way of private 
placements. 

4.09 The revision of section 59(1) recommended in 
paragraphs 3.19 and 3.20 would enable the «control person, 
pending the establishment of a fully integrated continuing 
disclosure system, to apply for a broader exemption than is 


presently available under section Sonne) ses 


Control Persons in the Continuing Disclosure System 

4.10 With the advent of the insider liability provisions 
of section 113 the control person, who normally would also 

be an "insider". or “associate” by fefenition trades on the 
basis of specific confidential information at | ERENT Ore oe hy es 

4.11 As to the other reasons for prospectus disclosure 
outlined in paragraph 4.04, we have concluded that in a con- 


tinuing disclosure system, provided that no special or 


Tide dan, on BO ES PE P= 
80 The Commission, because of the broader disclosure available 
under the present legislation, has issued policy guide- 

lines indicating its approach to section 59(la) 

applications (see for example 1968 Nov., GO. Src io. an Dp. cos). 

We have not attempted to consider these since the approach 

has been pragmatic, based on the kinds of applications 

made. In any event they will vary with the implementation 
Or the findings in this “report. 


81 See section 108(1)(c) and section 1(1)1 of the Act. 
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unusual ‘efforts are made ‘to groom. the market or) to create a 
demand «for the Gecuritieés:,) tthelicont rol pexrsonsshould the e{ree 
to sell his securities) subjec tto chisy pronptiy reporting ithe 
change. The simplest way of achieving this is to require 

the filing ‘of an insider trading ‘repomt’ ‘bythe control 
person within three days of the trade. The Commission 

should promptly announce this fact through financial news 
services, its Weekly Summary, and any further method con- 
sidexed helpful to sinves tons =. (At the same time? these 

reports will enable the control person to comply with the 
insider Wweportang requirements! 11)6.) that hestepor }ihis 
trading within ten days in the month next following the 
trades. W@hevansider trading reports, Worms 14and us”, 
require! thexreportang wf trades: in iald Classes of 

securities ,) whether iwotting ‘or not. 

4.12 Apart from the equality of information aspect 
catered for by insider liability the Commission's investi- 
gations and experience demonstrate that the creation of a 
demand for securities is a sophisticated and sometimes subtle 
art. The employment of public relations firms whose efforts 
often appear to be directed to producing a corporate image 
rather than marketing the products or services of the 
corporation gives rise to a concern that there may be more 
emphasis in certain cases on market price than on earnings. 
The assurance;of jsucly support by the company to maintain 
present market prices and sustain a demand for additional 
securities may well influence other sophisticated purchasers. 
exempt purchasers and private placees, when an issue is 
being (placed "privately". Less subtle, “butsequaliy difficult 


tO prove, are: the "touting" campaigns done by word-of-mouth 


82 OO} Rega 101/67: 
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where professional rumour mongers and, we have reason to 
believe, securities salesmen are hired to encourage the 
purchases of a particular stock. 

4.13 Continuing disclosure should provide the investor 
with timely facts upon which his investment decision may be 
based.. The regulatory authorities; =the Exchange and the 
Commission, must remain diligent to act where the market 
responds to a whispering campaign. Trading should continue 
to be suspended until the available facts are made public. 

At the same time any general exemption provided for resales 
by a control person should as we noted in paragraph 4.11 be 
conditioned on his not making any effort, direct or indirect, 
to create a demand for his shares or in selling them. Simply 
he would be limited to offering them through his broker for 


the normal commissions payable on such transactions. 


RECOMMENDATIONS 
4.14 (1) We recommend that the position of the control 
person be crystallized by making an addition to beanch 21. .0f 
section 1(1)16 so. that 11 reads: 


"trades in previously issued securities for the pur- 
pose of distributing such securities to the pub TL Ee es 
where the securities form all or a part of or are 
derived from the holdings of any person, company or 
any combination of persons or companies holding a 
sufficient number of any of the securities of a com- 
pany to materially affect the control of such company, 
provided that any person, company or any combination 
of persons or companies holding more than 20% of the 
outstanding equity shares in a company sha vetin the 
absence of evidence to the contrary be deemed to 

’ 


SSS og 91h SD ES RS RE) NR a ee ined 
materially affect the control of such company...'! 


* It is recommended that for the purpose of dis- 
tributing such securities "to the public" be 
removed from this definition in the long term 
at para. S.2b supra. 
4.15 (2) With the implementation of a continuing dis- 


closure system, the control person should be free to sell, 


providing: 
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(a) Twenty-eight calendar days have elapsed 
since his control position was disclosed, 
é.9. throtugh the £1 lingnom al timely amends 
ment or the publication of appropriate 
insider trading information; 
(Dit; The: issuers oe reporting company; 
(c) The control person in offering his 
securities for sale makes no special 
effonut, director andireet:, “tor market 
the securities, and offers no special 
inducement to the broker to effect sales 
apart from the commission normally payable 
on such transactions; and 
(d) The control person reports the trades 
within three days to the Commission 
through an insider trading report. 
An exemption for a control person based upon the above 
requirements should be included in the amended section 58. 
In defining "special selling effort" the factors set out in 
paragraphs 4.12 and 4.13 should be considerea®?, 
4.16 (3) Df the assuerGs net avreporting company or 
sufficient time has not passed to permit the control person 
the benefits of the exemption, his position may remain little 
changed. However, if section 59(1) is amended to provide 
broader discretion in the Commission, he may apply for relief 
under that’ sectten-) AVith a reporting company if the control 
person feels a special sales effort is required he will be 
able to file the simpler offering circular and distribute 


pursuant to this circular. 


83 The language of section 19(1)8 iii will be hel pti an 
defining selling efforts. 


(58) 
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CHAPTER: V 


EXEMPT PURCHASERS AND PRIVATE PLACEMENTS 


Their Significance 

5.01 The Commission was aware that frequently the funds 
necessary to finance acquisitions, as well as for other 
corporate purposes, were raised through an offering of 
securities under exemptions from the registration and 
prospectus requirements. The particular exemptions of 
concern in this chapter are found in a combination of 

either section 19(1)3 (hereinafter referred to as the "exempt 
purchaser" exemption) or section 19(3) (hereinafter referred 


to as the "private placement" exemption) with section 


BSC Py 

5.02 The “Lssuer thus may be able: to’ raise funds 
relatively speedily and economically. A prospectus is not 
required. The intervention of a registrant is not required 


even though he often plays an important role in arranging 
additional financing.’ “The issuer can place “smaller dollar 
amounts of securities than an underwriter would find 
economical. The purchasers, being sophisticated, we are in- 
formed frequently demand higher standards and more penetrating 
disclosure than is required by the Act. Unfortunately, this 
disclosure is made privately and does not become a matter of 
public record. It is therefore of little assistance to 
investors generally. 

>.Q3 Complete information is not available as to the 
quantity, kind and dollar value of securities sold to exempt 


purchasers. Unlike the reporting requirements for private 
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placements®* where the issuer and its agent is obliged to 
file a report with the Commission, no similar reporting 
requirement presently exists for trades) to exempt purchasers. 
With respect to listed securities however the Exchange does 
have information concerning both exempt purchases and 
private placements made under the Act. During, the period 
July, 196% toi June, 2969. the private, placements, reported 

to the Commission through Form 8's amounted to almost 
$500,000,000 with nearly $300,000,000 of this amount being 
placed in sthe ,Januany, —Junes, 1969 period®>. The Toronto 
Stock Exchange advises us that over $140,000,000 worth of 
securities were placed pursuant to these exemptions and 
reported to it either through the listing of additional 
securities, om sthrough the provisions ton additaonal 
SCCUTItTLeSywwhich. might mssue.as. the, result of, iconv.ers ions . 
Over 90% of this amount represented securities of companies 
listed as industrial companies while the balance were mining 
and oil companies. 

5.04 these statistacs.cons prmed, oun antormation. Kébae 
facts raised serious question as to whether these exemptions 
were intended.to. permit the ultimate .dustribution, of 
quantities of securities. to,..the general. public anvol ving, many 
millions of. do llare.. 0he result. 1 At least. Ones CASc.wmas 
the ultimate distribution sthroughwthis scoute. of more 
securities than had been distributed through underwritings. 


Through, take-overs and other forms .of, acquisitions, the size 


$4 OO. Reo. 101/675 0S) 7 and) Form 8 made pursuant 16 
St5lO(3). of themAct 


85) -Appendix VI contains "a" statistical ‘summary based on Form 
6 reports. The antformation obtained from the Toronto 
Stock Exchange will be found in the briefs and research 
material collected: for the use of other researchers al? 
of which will be lodged in the Departmental Library. 


(60) 


and character of many companies have materially changed. 
While admittedly in the case of listed securities some dis- 
closure is required through the listing of the additional 
securities, the present law imposes no meaningful restriction 
on thelxaight to resell) thevsecurities into the market place 
but permits resales without the benefit of a prospectus 
standard of disclosure and without the rights and obligations 
which flow if Such disclosure’ is deficient, when’ the dis- 
tribution is required to take place under a prospectus or a 
etatement of material facts. The policies of the Commission, 
both "timely disclosure" and its method of dealing with 


section 59 applications, seek to remedy these deficiencies. 


tne) LSsues 
B05 We have thus directed our attention to the 
following questions: 

(1) What classes of investor should an 
issuer be able to approach under 
either of these exemptions? 

(2) What standards of disclosure ought to 
be required, when, and to whom, before 
the issuer may receive the benefit of 
either exemption? 

(3) What reporting requirements should 
there be, if any, on the persons’ who 
receive shares under either exemption? 

(4) What restrictions, if any, should there 
beon™ the purchasers"! right to resell 


the securwties ? 
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Exempt Purchasers 


5.06 The exempt purchasers defined in section 19(1)3 
fall into, twoiclasses. The first group includes, government 
regulated institutions - banks, insurance companies, loan 


and trust companies, and the government and its instrumen- 
talities. The second consists of those granted the status 
by the Commission. 

3.07 The first group is generally referred to as 

"institutional investors" as defined by section 19(1)3 as 

follows: 


",.. a bank to which the Bank Act (Canada) 
applies, or the Industrial Development Bank in- 
corporated under the Industrial Development Bank 
Act (Canada), or a. loan corporation or a ‘trust 
company registered under The Loan and Trust 
Corporations Act, or an insurance company 
Licensed” undeYy “The Insurance Act, or 1S “an 
officer or employee, an, the, performance,of) his 
duties as such, of Her Majesty in right of Canada, 
Or Of any province or terratory of Canada.t orn os 
any Municipal corporation or public board or 
commission im. Canada. ...4' 


This part has been containued, {rom Ontario's, first act®°, 
2.08 The second ‘class; of ~nvestor was »added to the 
exemption in toes a It underlines the "need to know" 


concept, as follows: 

Vass A DeCYSOn,y Others than, ap individ duale. ox 

a company recognized by the Commission as an 

exempt purchaser. ..." 
Form 6 in the regulations describes the kinds of information 
required by the Commission upon which it bases the exercise 
Of GiSCYEtTion “ni tibeea, logical oetension,of d&hea need to 
know" approach. 


5.09 At the present time the Commission has recognized 


approximately 100 parties as exempt purchasers. These are 


86 The Securities Frauds Prevention Act, Stats. Ont. 1928, 
C.OH, Se Sto GC). 


G7) State, One, 1962-03, C131, Ss. YOVl). 
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largely substantial financial institutions which, while not 
licensed to do business in Ontario, represent substantial 
pools of capital with sophisticated investment advisers. 
Others include professionally managed pension funds and 
mutual funds. 
5.10 Section 58(1) exempts the trades to these parties 
from the prospectus requirements in the following language: 

"Section 35 does not apply to a trade where the 

purchaser or proposed purchaser is a person or 

company referred to in item 3 of subsection 1 of 

section 19 or in subsection 3 of section 19..." 
Private Placements 
oye a Section LO(3)’statess 

"Subject to the regulations, registration is 

not required in respect of a trade where the 

purchaser is a person, other than an individual, 

or company who purchases for investment only 

and not with a view to resale or distribution, 

if. the. trade is-~inia security+which has an 

aggregate acquisition cost to such purchaser 

of.not leseithan $97,000." 
The prospectus exemption is set out in paragraph Se l.Os 
Bo Le This exemption, using the test of size of purchase 
and organization, was added to the Act to overcome a reluc- 
tance on the part of large sources of capital within Canada 
and elsewhere which apparently could not be persuaded to 
apply for the "exempt purchaser" status. It would seem that 


for the most part, had these parties made application, they 


would have been granted exempt status. 


The Individual 

5S7is As a matter of legislative philosophy neither 
exemption is available to an individual. There ere without 
question many individuals, having funds in their own right, 
who are as competent or have as competent advisers available 


as any other "person". The concept of "individual" appeared 
¥ p P R 
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first an what: is* now ‘section’ 19(1)3° in “1963 and was aimed at 
preventing any general solicitation of unsophisticated 
"individuals". The private placement exemption represented 
a further® departure.” “It was° assumed that the individuals 
participating in some business organization would have some 
business experience and would seek out advice?®. It was 
certaanily moteantended to: permit pools” of individuals to be 
formed having collectively $97,000 to invest but whose 


individual- investment was less. 


Restrictions on Resale 

sg so far as the issuer. is concerned,. it~must be 
satisfied that the private placee is purchasing "for invest- 
ment only and not with a view to resale or distribution" in 


order to complete and file with the Commission the private 


placement report. The report, Form’8, is’ for the private 
information of the Commission. This form requires, inter 


alia, information “fromuthe issuer ‘and, its/agent as to ithe 
security, the name of the purchaser and the size of purchase, 
and the details of the inquiries made by the issuer to 
ascertain the investment intent of the purchaser. The 
questions raised by requiring "investment intent" have vet to 
be resolved in the United States where "letter stock" and the 
allied concepts raise more questions than they answer. This 
reasoning we are advised is reflected in the opinions 


presently given by the legal profession .in ‘Canada. 


eee 





88 We were informed that opinions had been offered that 
several people were entitled to unite ‘as a partnership 
for, the sole, purpose, collectively .of acquiring $97,000 
worth of a particular security pursuant to section POCS)- 
The assembly of several purchasers into a $97,000 unit, 
whatever its ultimate appearance, would appear to con- 
stitute unlawful primary distribution since the exemp - 
tion is only available when the issuer is offering 
unite of 597,000" om more. 
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eee Ss) We are informed that the language of section 
58(1) is intended to confine the institutional exemption to 
the exempt parties set out in section 19(1)3 when they pur- 
chase for their own accounts. We learned that some of these 
institutions feel that they are entitled to purchase through 
this exemption as an agent for an otherwise undisclosed 
principal. Since there is no minimum dollar amount or other 
qualification stipulated by the exemption and there is no 
explicit restriction on resale, to permit the sale to an in- 
dividual using a bank for instance as the agent or as 
ostensible purchaser would render the exemption farcical. In 
at least one instance we are advised that the issuer sought 
to sell to exempt purchasers, notwithstanding the fact that 
the blocks of securities being offered could have been sold 
to private placees under section 19(3). The securities were 
offered at what is the normal discount below the existing 
market price with the added inducement that in a volatile 
active market there would be little, difficulty. in, zeselling. 
The purchaser, of course, was not inhibited by any declaration 
as to its investment intent. (We question whether the person 
offering this advice had considered the definition en 
Munderwriter" contained in section L(1)32 and the prohibition 
against acting as an underwriter without registration con- 
tained in section 6(1)(d).-) 

Oe LO The Committee had the benefit of a review con- 
ducted by the Commission early in 1969 of the use made of 

the exemption by the "recognized" exempt purchasers. ihe 
results suggest that the need this status was originally 
meant to fill is now adequately catered for by the private 
placement exemption. Since both exemptions are aimed at 


meeting a similar need we see no valid reason why the 
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conditions under which the purchases may be made and the con- 


sequent’ restrictions on) resale should not? be identical. 


The Problem of Resale 

ee oy In paragraph 5.04 we noted the problem of 
investor disclosure raised at the time of the original sale. 
Here we are concerned with the problems raised through resale 
by either exempt purchasers or private placees if the exemp- 
tions, in fact; place few or no practical restrictions on 
resale. We have noted the possibility that the exempt pur- 
chaser who immediately resells will be held to be an under- 
writer®??. In the case of private placements, even where there 
is a,.bona,fide investment intent at the. time of purchase, the 
variety of. legitimate circumstances which can. alter, that 
intent are almost infinite. The ingenuity of those who may 
have no bona fide investment intent, whatever their declaration, 
may be conjured with. Penal statutes are interpreted strictly 
by our courts. We must conclude that unless the evidence is 
so compelling as to demonstrate that the purchaser was an 
underwriter (purchasing with a view to a primary distribution 
toy the public) ?° the. restrictions are minimal. Restraining 
order applications”’!, over a period of time would permit our 
courts, to\ define investment intent for. usx 

5S oLe It has been suggested that trades exempted by 
section, 58(1).are not; to, the, “public”, and therefore. the 
securities have not been "previously distributed" within the 
meaning of section 1(1)16. This argument is not persuasive. 


The form of the exemptions makes it clear that the parties 


SO * Supratvara. Srila. 
90° Sees.” IND) S27 0Lr stne Act. 


91 Seers> lAvavor “they “Act. 
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who are permitted to purchase under the exemptions are members 
of the public who, for some particular reason, do not need 

the protection of prospectus disclosure. Generally speaking 
we view the securities acquired under these exemptions as 
having been distributed to the public. 

in As a result of these exemptions and the sub- 
sequent resale of the securities the exemptions may become 
conduits for distributing quantities of securities to the 
general public without adequate disclosure. -Therproblem 
becomes most acute where little information is available 

about the fact and purpose of the exempt sales. Under 
existing policy and regulations a timely prospectus standard 
of disclosure is not normally available. The sophisticated 
purchasers, in a volatile rising market, may with justifi- 
cation decide that the market price is at an unrealistic 

level and, in the exercise of good judgment, sell ‘and! takeva 
profit. The clouded climate which results in the sale by 

the sophisticated investor illustrates the necessity for 
better disclosure for the protection of his less sophisticated 


bro thew. 


Investment Intent and "Letter Stock" 

be a In our discussions it was generally suggested 
that the "exempt purchaser" category should not be repealed. 
It was also agreed that there was no reason for distinctions 
as to the right to resell between it and private placements. 
With respect to "investment intent" it was suggested that some 
statutory escrow period should be stipulated to avoid the 
confusion which exists in the United States. The so-called 
"letter stock" purchased for "investment only" which is 


traded at a discount below market price between certain 
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classes of investors in the United States has given rise to 
many problems.” One or these is’ the problem a mutual’ fund” has 
in valuing the securities for the purpose of computing net 
asset Value. ** ine experience an the Uneted Staves leads one’ vo 
conclude that opinions as» to’ ‘the circumstances’ required’ to 
demonstrate bona fide investment intent vary from lawyer to 
lawyer. There appears to be the same genuine confusion among 
Canadian legal practitioners. 

ere We have concluded that a form of lengthy escrow- 
ing, whether for six months, one year or two years (all periods 
which have been suggested) does not meet the central issue - 
adequate’ dasclosure.-9 1 would not? add ‘to-thevdepth and 
liquidity of our market place. It has been submitted that 
this might discourage this form of sophisticated financing. 
There are efficiencies of economy and time which commend the 
exemptions to issuers. We are seeking a solution which while 
imposing the fewest restrictions would provide far more 
adequate disclosure for investors than is presently available: 
straight-forward and self-operating laws rather than a con- 
glomerate of complex and confusing regulations. The con- 
tinuing disclosure system recommended in Chapter II offers 


this solution. 


RECOMMENDAT IONS 
Dee Dealing with the first question in paragraph 5.05 
we have accepted the submissions that the present classes of 
exemption from the prospectus requirements should be continued 
with the following amendments: 
(1) The purchasers contemplated in section L9( 1:)3 shouldbe 
subject to the same conditions that exist in section 19(3), 


excepting the dollar amount of the purchase. They should 
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(2) 


(3) 


(4) 


(5) 


be permitted to purchase "for investment only and not 

Wi thy eoaewuto. resale or, dietribution.” mThisswill 
remove any suggestion that section 19(1)3 is immediately 
avAidablesas. b-conduitesToreprimary) dustrabutions to, the 
public without adequate disclosure. 

Section 58(1) should be amended to make it clear that the 
exemption is available only when the purchaser is pur- 
ohasingiass pramcipadde. jess Lord. tei own account. 

We recognize the desirability of permitting trust com- 
panies to continue the practice of purchasing by way of 
private placement for fully managed accounts. We also 
recognize the desirability of permitting the trust 
companies to continue purchasing as trustees as well as 
for their own account. Where they act as custodians 

and agents and not as trustees they may apply for exempt 
status for the particular pension fund or other account 
with which they are associated. 

While the Commission's survey of exempt purchasers 
succests sthatitthe steatusetililsenoureal need, because of 
the resistance to its abolition (the suggestion being 
that it permits sales of less than $97,000) we have not 
recommended its deletion. We do consider it a status 
which should be reviewed from time to time and accord- 
ingly recommend that the status, as with registrations, 
should be granted on a yearly basis, renewable on the 
anniversary date of the original grant. It follows that 
the status of existing exempt purchasers should be put 
on this basis as well. 

Complaints were received that it is difiiculas to/yobtain 


an up-to-date list of exempt purchasers. ThE ae wetine 
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list was first completely published in 1967 and the 

additions and deletions are set out in the Weekly 

Summary. A complete list is maintained by the Deputy 

Director, Registration. Provision should be made in 

the regulations forthe reproduction-of’ the’ current’ list 

upon payment of a reasonable fee. 

ere Turning next to the question as to what standards 

of disclosure ought to be required, when, and to whom, we make 

these recommendations: 

(1) Timely disclosure is fundamental in the long term to our 
recommendations. We therefore recommend that these 
exemptions not be available to an issuer unless, 

(a) it is a reporting company; 

(b) it files a timely amendment with the Commission 
disclosing the details and purpose of the issue, 
purchases and the numbers, but not the names of 
the purchasers,not later than ten days after the 
receipt) ofiethes subscription sand 

(c) it files or causes to be filed with the Commission 
for its private information at or before the time 
of sale a revised Form 8 signed by the purchaser 
setting: Outithe details. of therpurchase;/aneluding 
the names of the managed accounts, where applicable, 
and the amounts taken for each and stipulating 
investment intent. 

(2) While the onus should still remain on the issuer to 
supply the necessary documentation ((b) above) we 
recommend that section 7 of the eeu lett sonst’ and Form 8 
should be revised ‘so ‘as ‘to require the) filing: of .aiform 
Signed by the purchaser giving the details of its purchase 


sae ee a ee ee ee a, ee ee 
02. - O% Regs 101/67. 
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and certifgying as’ to its <~anvestment: intent.  In,this way 
the purchaser becomes immediately responsive to the en- 
forcement provisions of the legislation. 

(3) We are advised that the filing of a timely amendment 
provides little problem invonprava teiplacement.” The 
sophisticated investors normally require factual dis- 
closure at least as high as that which would be required 
for a prospectus amendment. The timely amendment, as 
with a prospectus amendment, must be approved by the 
board, signed and certified, and filed immediately 
following closing. It would be accompanied by the in- 
dependent reports or appraisals which would normally 
accompany an amendment to a prospectus. 

pee Our recommendations as to the reports to be 

required of the issuer and purchasers are set out im (1). and 

(2) of paragraph 5.23. We further recommend that the pur- 

chasers be required to report any sales made within 10 days 

of the sales, again for the private information of the 

Commission. This will enable the Commission to appraise the 

effectiveness of the system in providing liquidity and at the 

same time assist in pin-pointing inadequacies in disclosure 
or other inequities in the market place affecting the general 
public. 

S25 Lastly, as to recommendations concerning res- 

trictions on resale, we have recommended the exempt purchasers 

be subject to the restriction of "investment intent”. Since 

this intent is subject to the uncertainties discussed in 

paragraph 5.14 and following we recommend these exemptions be 

incorporated into the continuing disclosure system as follows: 
(1) Section 58, or its equivalent would continue to 


exempt the sales to exempt purchasers or by way of 
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private placement but would prohibit resales unless 
the issuer 1s’ av "reporting company” and theresas 
no special’sates error. I’ Sales* Crier te werdese 
cribed in a similar recommendation concerning 
"CON TEOL personnes -anechapver  1VG 
(2) Where the issuer is a reporting company until a 
timely amendment is received, as recommended in 
paragraph: 5.23 (1), and ”28> calendar days have 
elapsed * fromthe date’ theotimelysanendment? 16 
filed, section 58 would prohibit resale without 
ain OrTrferingrcinewlar. PAL the end ot thet period, 
subjects te the robligationvori the? purchaser ito 
advise the Commission of the sale in accordance 
with paragraph 5.24, there would be no further 
statutory restriction on resale. The Commission 
would not be concerned with investment intent 
except in support of the recommendations in 
paragraph 5.24. If the purchaser proceeds to act 
asvan UnderwreLoer Neicany Des deaniowitti ©Or, ta 
VLOLATLON OT ISsection’ © . 
5220 We’ recognize ‘that the’ ‘holding, period,- 28 days, 
will be considered short. The permutations and combinations 
of alternatives, inevitably Tead to Longer and uncertain 
periods? of restrietion.9* They alreo Lead an one form or’ another , 
tor Letter Stock and the’ problems? i raises ., » if asiwe have 
concluded, a high continuing standard of disclosure is coupled 
with sufficient delay to permit adequate exposure of facts, 
we cannot see that an imposition of an escrow penalty or 
longer holding period would assist either the issuer or the 
investor. Prior to May lst, 1967 there were relatively few 


restrictions on the resale of securities listed on the Toronto 
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Stock Exchange. Through their listing the market was aware 
of the overhanging block. of. stock. and, took this into account 
in establishing 4. praces, We, believe. the same will be. true 
in. a continuing, disclosure system.. Added time restrictions 
make the exemption less attractive to the purchaser with the 
result that, a.Jarger discount, must be,offered to, the, point 
where the exemptions would serve no economic purpose. It 
will be borne in mind that we recommend increased enforcement 
activity to, encourage compliance. .Finally, it should be 
emphasized that the exemption is designed for investors and 
not undernraters, Ie. mayl.sti ll be digticult for, V’investors" 
whose reports show a propensity to hold for very brief 
periods or others whose intent is to make short-swing market 


profits: to avoid being classed as "underwriters". 
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CHAPTER VI 


BUSINESS COMBINATIONS 


The Evolutivom of (the Exemptions 


6.0L Until May lst, “1967 when Part Ix or the’ Act 
provided a code for take-over bids, business combinations, 
including acquisitions, were largely excluded from the 
registration and prospectus requirements of the legislation. 
Section 2S )(L) ‘or ‘the’ 19ze Act?? provided an exemption where 
there was "an exchange by or on account of one company with 
another company of its own securities in connection with a 
consolidation, amalgamation or merger of either company". In 
the years that followed the word "re-organization" was added 
In 1967 the new take-over bid exemption was grafted to the end 
of section 19(1)9. The section now exempts the following 
trades from the registration requirements: 

"A trade in a security of a ‘company that “is ex- 

changed by or for the account of such company with 

another company or the holders of the securities of 

such other company in connection with a consoli- 

dation, amalgamation, merger or re-organization of 

either company or in connection with a take-over 

bidas “derined? tr rare 1x es 


Section 58(1) exempts these trades from the prospectus 


requirements of section 35. 


"Exempt Opiexr. sw 


G.02 The business climate today is a far cry from 


that ot 1926"" | In 1928 the board room door was locked and 


O03 The Securities *Khrauds Prevention Act; "Stats. Ont? 1928, 
ores 


O@ -The Securities Act, 1947, Stats. Ont. 1947, ¢€.98. 
ee OTe CI). 


95 For a discussion of the economic factors underlying the 
urge to merge, see Appendix IV. 
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guarded. Today, by comparison, the director of a company 
whose securities are publicly traded is allowed few secrets. 
Responsible and responsive disclosure has been largely 
accepted. Until the events which resulted in this study, no 
consideration was given to amending section 19(1)9 - the key 
to the regulation or non-regulation of business combinations. 
6.03 The absence of any reported policy, and very 
few reported decisions prior to 1967, suggest that either the 
Commission took a liberal view of the scope of the exemption 
or, in the absence of the acquisition fever, there were fewer 
apparent problems. The truth may be found in both tneoLries. 
With new legislation and the reluctance of the Commission to 
offer opinions as it had previously concerning the appli- 
cation of the exemption to a particular fact situation the 
Commission faced an increasing volume of applications under 
section ae A substantial number of these applications 
flowed from share exchange acquisitions. These involved 


offers exempted from the take-over bid requirements of Part 


6.04 The "exempt offers" involved either a private 
agreement’? or an offer to purchase shares in a private company 
or a public company having less than fifteen shareholders of 
record in Oreda cs Since these were by definition not take- 
over bids the exemption contained in section 19(1)9 and section 
58(1) by implication was not available to the issuer. 


6,05 The Commission examined the needs of the selling 


90 Op. ext. footnote 62). 


97 Section 80 of the Act defines "exempt offers" and "take- 
over bids". 


98 Section 80(b)(i). 


99 Section 80(b)(iii). 
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shareholders. (vendors')"in' ‘the’ collrse! ofthe section? 59 
applicatzonss! | Inethe Majority of casesithe’ bargaining 

process leading up to the agreement satisfied the Commission 
thart? the wendors’ did not need prospectus protection. They 

were content to sell their business in exchange for shares. 

As to’ ‘the’ question”of whether the trade iconstrtuted primary 
distribution to the public, the Commission, applying the need 
to know philosophy, found the vendors were not ‘the “public"™. 
6.06 Where the acquisitions were relatively small 

and isolated the resulting orders gave the Commission little 
concern. But certain’ companies made a Series er euch 
applications with the result that’ the sizevand character of 
these companies were drastically altered. The Commission 
became yincresrsimoaly «concerned wbout® the Wackrory adequate tana 
timely disclosure concerning both the isolated and collective 
ACqGULSEPionStand) theiay relationship to the atfaire of an 
acquisition minded issuer. While some disclosure was available 
in the? case of “Mis tedncompanies! as= the: vests of sine app l= 
cations to list the additional shares issued in the course of 
the “acquarei tiome at was less than adequate.” The timely dis= 
closure policy: did) not require ‘detailed disclosure. 

6; OF In April 1969 the Commission's concern was 
erystaliized an’ tj policysstatetient settang out ats wis 1 Oe 

i poinved?? out thatthe result or Wits ‘declaration “that 
particular transactions did not Constitute primary distribution 
to the public was that no distribution to the public was deemed 
to have taken place. «There. havang been newdistribution to) the 


public then any resale would be a primary distribution "to the 


Ol 


2 


public". The policy, subsequently amended in November 19691 


100: Apra walo0o. 0.6.0. Bh ato. 17 


LOL @Decemberi969 6075S. C1Bei at pe, 185°. 
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did encourage applications for exemption under section 
59(1).-4( la). pihesexempt tons “were, predicated onijthe, issuer 
making timely and continuing disclosure in accordance with 
the existing legislation. 

6.08 While many lawyers were advising their clients 
to.applywto the Commission) under section 59,. others, 
presumably on a "need to know" basis similar to that being 
applied by the Commission, were offering opinions that the 
offerees were not. the. "public"vwand therefore no prospectus 
was required. The Commission,) undersection 59(2), has the 
power to exempt these transactions from the registration 
requirements. No explanation was offered as to how the 
registration problem was met by any of the exemptions in 
section 2 unless isthe ;trades: were effected solely through a 
regictwan trimnderisection 1O(1) 7. «The teolated: tradecexemp- 
tionitinesec tion JO(1)?2 asuot Jittlesassistanceswhen 
previously unissued securities are intended to be the con- 
sideration)”. hf rthe: transactionanes ults ini one-omethe 
business combinations provided for in section 19(1)9 then, 
of course, the question as to whether the offerees are or 
are momethe: public!) teref, hagtieuconsequence: since, the 
transaction is exempted from the prospectus requirements by 
section 58(1)%. In that.case it, would be. better to offer the 
opinion they are the "public" since no restriction on resale 
would then be implied. 

6-09 So far as the "exempt offer'’ share exchange 
acquisitions are concerned the Commission through its treat- 
ment of the section 59 applications had created another class 
of exemption. We have concluded that this should be in- 


cluded in the statutory exemptions. 


102 An issuer cannot own its authorized and unissued SeCCUGleLes. 
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Gta) "Re-organization" was added to the original 
exemption in the 1947 revision of the Legtetavian 4. 
Following the discussions which led to the present Act, 
members of the legal profession were properly much more 
reluctant to offer opinions which would give the exemption 
the broad scope which had been attributed to it for many 
years. It had always been difficult to offer such opinions 
when something less than an actual business fusion or a 
fusion of the assets was intended. 

CooL E The "amalgamation" provided for in section 
19(1)9 we believe to be the statutory amalgamation provided 
for in see@tioni 96 of Gum Compomat rons ett ete A substantial 
amount of disclosure must be made to the shareholders through 
the cinformation circularswhich as) sent out prior to: the 
general meeting required to be called to consider the amal- 
gamation agreementwn eh Evem iLO of tthe circular (provides that 
the disclostrenbersurticwent “1s. «to permit tsharecholdersicto 
form a reasoned judgment concerning any such WAtteY \nms'tn 
This material, as a matter of investor disclosure, must be 
filed with the Commission!9? . 


Gn Statutory amalgamations provided for in several 


other Canadian jurisdictions require similar investor dis- 


103 Op. Cit. LoOootnore o4) 


104 RUS... 1960, c. 71, ‘as am. “The Companies’ Brancn, advises us 
that the number of amalgamations under the Corporations 
Act by year since 1965 is as follows: 


LOGOS =? 1639 
1966 - 49 
196%) i=)» 065 
1968 - 82 
1969 - 119. 


One or two each year involve public companies. 
105 Sections 7opvi), 75c(iv) and 75ctl) (4) combined. 
106.0%. Regue130/67.- Form. 3.-(Corporations- Act.) 


107 O. Rea. lOl/67 —"s 40 “(Securities Set. L9G0) . 
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closure. In connection with exemptions generally we have 
examined the so-called "no sale" rule in the United States. 
Rule 133 to the '33 Act exempts a statutory merger or con- 
solidation or reclassification of securities or a» proposal 
for the transfer of assets to another person or company in 
consideration of the issuance of securities where the 
agreement must first be approved by shareholders by reason of 
either the provisions in corporation law or in the company 


charter’ 98, The Wheat Report recommends that the rule be 


replaced by a special registration procedure!°?, Our con- 
clusion is that shareholder protection should remain a matter 
of corporation law. Resale and investor protection are dis- 
cussed subsequently in this chapter under "Recommendations"!!9, 
6.3 "Merger and Consolidation" have not been the 
subject.ofajudicial. interpretation in» the context ofrsecurities 
regulation. The words appear to have been adopted from com- 
pany law in the United States. The words have been explained 
as follows: 

"Technieadiy:) merger isudimated to a statutery 

procedure whereby one of the constituent companies 

takes title to the assets of the other one, which 

in turn loses its existence by operation of law. 


If none of the constituent companies remains, but 
instead a new entity is created into which they 


are merged, the process is called consolidation." 111 
6.14 These forms of statutory "merger and consoli- 
dation" are unknown to Ontario law. The words are used by 


the legal profession on occasion in a non-technical manner 

to describe the actual result of business combinations, e.g. 

108 See Professor Louis Loss - Securities Regulation, 2nd. ed., 
Boston, 1961 at p. 521, where he explains the rationale 
behind, thea inodsale" 7rule:. 


109 Wheat Report p. 280 et. seq. 


IOs Baca wer cL. etdseqs 


111 Cases and Materials on Corporations, Baker and Cary, Src : 
edition, Brooklyn, 1959, at p. 1435. 
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: Ll2 
where one group of shareholders is left rather than two or 


to describe acquisitions other than statutory amalgamations bP 

Assuming adequate investor disclosure, and subject to the 

rules regarding resale, our recommendations are intended to 

bringrordercand ‘clarity? to this exempti16M poy, 

O. 1 The! word! “re-organization” is > found in’ both 

seetior 19(T)S TP and? Section 10(1)9}Sboth of? wa1ich’ are? in= 

cluded in the exemption from the prospectus requirements in 

section: 58(19 of thetActsnesecizon? 10(2) Stamspeaks of "2 

Lrade-Ghe alsecuri ty whethergore 11S (Owne 1Ssstie! Orq@not thatews 

distributed or issued’ by a company to holders of its securities 

as incidental to a bona fide re-organization...". Section 

19(1)9 requires the involvement of another company since it 

exempts "a trade in a security of a company that is exchanged 

by or for the account of such company with another company or 
the holders of the securities of such other company in con- 

Nection withes es, av re-organization’ of" e4 ther: company... 

6.16 "Re=Ordanization™” is used in’ the’ definition or 

"arrangement" in section 95(1) of our Corporations Act to 

include*a "'reerganazation Of! the abthoerized capivad? Panis 

type of "reorganization" is provided for by sections 33(1)(d) 

to (1) -anclusive of our °Corporations*Act°as well) asi see tion 

19 (1) 8 4naotithesSecurit iestActi a!) Theaworde wase also. considered 

by the British Columbia Court of Appeal in Rex v. Santiago 

112 See "Corporate Re-organizations and Amalgamations" by D.G. 
Ci Menzel, O.C.. at p. 273° 1m Developments in Company. Law, 
ope. cate: footnore 14% 

113 See "Corporate Acquisitions - General Considerations" by 
J. Thomas English, Chapter 19 of Studies in Canadian Com- 
pany Law, Ziegel’ ed. , Toronto}/ 19672 *4Thetauthorvsetates 
at p> 604 "Si. the terminology, in this area’ or company Law 
1S CONTUSING 

114 While we are directing our attention to the 
investors the implementation of the Kimber Report has 


resulted insmoresadequate) shareholder) protections S2tsi's 
hoped that this movement will continue. 
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Mines inteane where the Court quashed a conviction for 


acting as a broker without registration on the basis of an 
exemp tion! “anvolving: "'attrade in its own securities by a 


company in the course of the reorganization of the company 


116 é : : : : 
eae "Re-organization" is also akin to what is known as 


Nreconstruction’) in English eyes. Professor Gower states 


that re-organization is employed when only one company is 


involved and the rights of its investors are Geaed- 


G27 fhenOntamdo\ Corporations Act. am! its definition 


of "arrangement" in section 95(1) includes: 

i jeri reconstructions under which ‘a company’ transfers 
or sells or, proposes 10, teanster.on to .sell to another 
company the whole or a substantial part of its under- 
taking ora. consideration “consisting in- whole or in 
part of shares or securities of the other company and 
LivVeNwhich, Mh proposes ‘to wisteabute sa, part Gt such 
consideration among its shareholders of any class or 
to cease carrying on its undertaking or the part of 
its undertaking so transferred or sold or so proposed 
to be transierred, or Sold, etciGnn" 119 


Take-over Bids 


6.1 Apart from the exempt offers previously dis- 





125 (O47 | SOD R642 YRC Cn), per sidney, Smith, J. A. ar 


p-. 648: " 'Reorganization' is a word of vague import. 
It is notieeword of “Aart’ and has. no technical meaning, in 
taw. Itt] a commercial rather than.a legal term .... 


Mo Robertson vn. ana Bird J.a. ~Cissemuang. The re- 
organization consisted of increasing the authorized 
capital and issuing the newly authorized securities to 
the company president and to financial agents. 


117 See Sidney Smith J.A. at p. 648 in the Santiago Mines 
Case, Op. Cit. 


118 Modern Company Law, Gower, 5rd, ea., London, 1969 at 
Ds, 015. 


119 Section 22(1)m of the Corporations Act requires share- 
holders’ approval’ itor the sale of assets similar to 


statutory amalgamation. See paragraph 6.11. Section 
243(1) provides the company cannot be voluntarily wound 
up without shareholders' approval. Section 95 provides 


for the court supervision of an "arrangement" which in- 
cludes a sale of assets for shares and the distribution 
of tnose shares on winding-up. 
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cussed we recommend no change in the exemption from regis- 
tration where a take-over bid is made in accordance with the 
provisions.,of (Partwliofptihe Act.) sImsthe caserotrvarishard 
exchange the equivalent of prospectus disclosure must be made 


2 
to the shareholders of the offeree company! oe 


The Resale of Securities Resulting from Business 

Combinations and Take-overs 

GouO To this point we have been concerned specifically 
with the security holders of the companies involved in 
business combinations. In a variety of ways they receive some 
protection because of the provisions of existing corporation 
law or, in the case of take-over bids, the Act. But the area 
of our concern in this study has been for investors generally 
including security holders who may not receive adequate in- 
formation by our standards under the laws of the incorporating 
Jurisdiction. . 

6.20 Currently it is the view that the securities 
distributed through the exemption provided by section 19(1)9 
and section 58(1) result in an exempted primary distribution 
to the public. Subject only to the securities not forming 
part of a control position they can be resold without further 
qualification. We are equally anxious that restrictions on 
resale be kept to a minimum. However the proliferation of 
acquisitions has forced us to the conclusion that there should 
be adequate information concerning such business acquisitions 
and combinations. These facts must be made available to 
investors generally before the securities issued or resulting 
from the combinations are permitted to be freely distributed. 
However the restrictions recommended are consistent with those 


generally applicable in our proposed continuing disclosure 


120 See section 94 of the Act. See also Chapter VII. 
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system. 


RECOMMENDATIONS 
6.21 Cry “ihe Pecuance of the Securities through 
the revised exemptions recommended below are not conditioned 
on the issuer being a reporting company. The resales by 
the recipients of securities in both reporting and non- 
reporting companies should be prohibited until: 
(a) a timely amendment is filed by a 
reporting company, at least 28 
calendar days have passed from the 
filing of the amendment and there is 
no "selling wre ee" 
(b) in the case of a non-reporting company, 
a cornerstone prospectus is filed; 
(c) in the case of reporting companies which 
have combined to form a new entity, a 
cornerstone prospectus for the new entity 
is fiLeo. OL 
(d) an exemption is obtained under the 
revised section 59. 
Under clause (c) resales would be permitted after 28 days 
providing there is ‘no ee. Ll 1rict ee cope 
O.22 (2) We recommend that the nature and scope 
of the present section 19(1)9 be redrawn to give at clara Ty 
and certainty as follows: 
"a trade in a security of a company that is 
exchanged by or for the account of such 
company with another company or the holders 


of the securities of such other company in 
connection with 


121 See para. 4.16 supra. 
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(a) a statutory amalgamation or arrangement, 
(b) any statutory procedure under which one 
company takes title to the assets of the 
other company which in turn loses its 
existence by operation of law, or under 
which the existing companies merge ina 
new company, or 
(c) a take-over bid as defined in Part IX." 
Oe (OS) eS discussed in paragraphsae. 03.10 .6.05 
many of the section 59 applications dealt with by the 
Commission arose through the desire of the issuer to 
acquire control or assets in consideration of securities 
through an "exempt offer" within the meaning of section 
80(b)(i) and (iii). Our overwhelming experience is that 
the vendors neither desire nor need prospectus disclosure. 
The problems flow from questions of material changes in 
the affairs of the issuer resulting from the acquisitions. 
The vendors naturally wish to be free to resell. We 
therefore recommend that specific exemptions be provided 
for the private share exchanges or the issuance of shares 
Z£Or assets paralleling the existing exemptions in section 
80 and section 19(3) as follows: 
Section 19(1)9a: 
Ta trade Ino security of a company in con- 
HECLTION With an otter to purchase shares by 
way of private agreement with less than 
fifteen shareholders, or an offer to purchase 
all of the shares in a private company." 
Section, 19( 1)9b: 
"a trade in a se€curity where the purchaser 
1S a company in consideration for a portion 
of or all of the assets of any person or 
company if the fair value of the assets to 
be sold is not, lese. than S100, 000." 
6.24 (4) The present legislation provides no 


clear cut exemption for the situation where a bona fide 
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prospector sells claims to a mining exploration company in 
return. fon bee sorit venane The legislation should cater for 
this common) situatiom through a specific exemption logically 
in section 19(2) along the following lines: 

"12b. securities issued by a mining company in 

consideration) for mining claims,". 
Before: these: shares are: elicible)|for resale: they must. be 
subject to an escrow agreement in accordance with existing 
Commiss#oni polac iesi.yw Thais imus'ts be: provided for ain’ ‘the 
revised section 58. 
6.25 (5) On occasion applications are made under 
section 59 to permit a company to settle outstanding 
liabilities through the issuance of additional securities. 
The applications, which are comparatively rare, are 
usually granted. Because they are infrequent and if 
generally exempt would provide obvious opportunities for 
less scrupulous individuals, they should continue to be 
heft for section 59 applications. 
6:26 (6) So far as the exemption from section 35 
is concerned it has been submitted that a distinction 
should be drawn between the new exemptions recommended, 
19(1)9a and 9b, and the amended 19(1)9 on the basis that 
the exemption contained in clause 9 envisages only 
situations where there would be adequate shareholder 
disclosure and as a result adequate investor disclosure. 
It may be that the information available prior to the 
proposed corporate changes will normally provide adequate 
disclosure, and, as has been suggested, any period of 


escrow no matter how short will discourage the classes 


122 The "promoter" vendor is dealt with in Chapter VITT, 
para. 8.08. 


(85) 


of corporate changes and arrangements exempted. However, 
in the interests of consistency and adequate disclosure, 
we have concluded that the brief uniform restrictions, as 
set out in paragraph 6.20, should apply to all securities 
issued without hindrance under the amended and the new 
exemptions. Statutory procedures in other jurisdictions 
do not necessarily ensure adequate investor disclosure in 
Ontario.) ) Thus uniform restrictionswregardimo! securi ties 
of non-reporting and reporting companies which have been 
earlier suggested be added to a completely revised section 
58 should apply equally to securities issued under these 


amendments. 
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CHAPTER VII 


TAKE-OVER BIDS 


Introduction 

* .OL Our take-over bid legislation, Part IX, is based 
on Part III of the Kimber Report. This provides for a code 
of fair dealing between the parties by setting out time 
limits and other conditions. It also distinguishes between 
cash and share tenders. As to the time, when the bid e for 
less than all of the equity shares of a particular class, it 
fixes a maximum time of 35 days during which the offer may 

be kept open. All the shareholders tendering under the offer 
must be dealt with equitably. Where the number of shares 
being sought is less than the whole the taking up by the 
offeror must be pro rated amongst those tendering. Where the 
consideration offered is changed during the course of the 
offer the purchaser is required to pay the same price to those 
shareholders whose shares have already been taken Reon 
7.Q2 Between May lst, 1967 and December 31st, 1969, 
87 take-over bid circulars were filed with the Comiies on = at 
The provisions of the Act are considered to be a matter of 
contract involving offerees residing in Ontario. While 
exempt offers and take-over bids both give some concern the 
legislation,.as.the first of its.kind, provided a forward 
step. The source of acquisitions, both through take-over 


bids and exempt offers, provides the background against which 


our conclusions are based. 


123 Sections Bl and 83° 0f the Act. 


124 Appendix VII contains an analysis of these circulars made 
for the purpose of the study. 
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Oppression of -the: Minoraty 


Ges During, the course of our study three sake-over 
bids attracted, particular public comment. The first of these 
involved Canadian Breweries Limited. The second involved 


Windsor Raceway Holdings Limited. More recently the com- 


petition for control of Maple Leaf Mills Limited gained 


prominence. There have been others. The equitable principles, 
the questions of "fairness", are raised through the exemp- 
tions contained in section 80(b). We shall be considering 


f 


these in more detail commencing at paragraph 7.06 and 
following. For the moment let us consider the philosophical 
question which is always raised after a competition for 
control between relative giants. The minority shareholders 
find themselves at a loss, because of the competing claims 

or the atmosphere of uncertainty, to know the best course to 
follow. They must rely on their advisors. In the United 
Kingdom it has been suggested ultimate relief for the 
minority shareholder is afforded through section 210 of the 
Companies Act of toae @o. Subsection 1 permits an appli- 
Cation to the court by, Vany member of 4 company who com- 
plains that the affairs of the company are being conducted 

in a manner oppressive to some part of the members (including 
himself) “s-.™ The 1967 Interim Report of the Select Committee 
on Company Law of our Legislative Assembly rejected this 
concept in its Chapter VII dealing with "Duties and Respon- 
Sibi lities: of Directors !7°, This becomes important when one 
considers the position of the large or majority shareholders 


in such a power struggle and the question of whether they 


i25 Companies Act, 1948, 11 and 12; Geo. 6, 6.38, as. am. 
L9C7sreToL 


126 1967 Interim Report of the Select Committee on Company 
Law, Ontario Legislative Assembly, 1967, at p. 60. 
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should have some legal obligation to the minority share- 
holders!?? . The *"eppressi1on or the minority” concept. is one 
to be left for corporation law: 

7.04 Individually the members of the Committee are 

far from having €losed minds’ on” this subject. ‘Wer have 
suggested amendments which we feel will alleviate the 
situation in which the minority shareholder now finds himself. 
We’ shalialso note® that Nneenas=a flexibility! of choice which 
may not be appreciated by the less sophisticated shareholders. 
We are loathe to recommend the easiest and least flexible 


solution. to prohvort aml Vexenpt offers"; requiring ‘all 


acquisitions to be made through circulars and all offers to 


be made pro rata to all shareholders. We do consider it in 
paragraph 7.08 and elsewhere. Such a conclusion would reduce 


incentive to a common denominator, including the incentive 
to’ control, manage; Build, and then divest. to stake the benefit 
di) those ver forts / PThelsotution* providing equalitysis; sample. 


The result of such a solution would be profound. 


Definition of Take-over Bid 

7+05 Through the definition provided in section 80(g) 
the Legislature has anveffect’ declared that’ an attempt to 
obtain more than 20% of the outstanding shares of a company, 
including the offeror's present holdings, would be deemed 

to be a bid for effective control of the company. While the 
figure of 20% may have been arbitrarily selected our examin- 


atwonnor Canadian. acquisitions Suggests that it is a 


realistic one. It is for this reason we have recommended that 
the definition of "control" in section 1(1)16 ii, "primary 
distribution to the public", should be amended for certainty 


127 This presumes that change of control is comprehended in 
the phrase "company's affairs”. 
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to deem in the absence of evidence to the contrary that 
holdings of, 20% of thes voting shares: materzally vatiect™ con-= 
trol. The Canadian Breweries take-over eloquently demon- 
strated that holdings of less than 20%, even ina relatively 
widely held@xnCanadian company, could»mno, Longer’ assure 
effective’ controk ei) ohSni1pi the United States), control ,ok« the 
proxy solicitation machinery no longer) quarantees ;control)of 
a widely held: pubhic company.) We therefore’ recommend no 


change in the definition itself. 


"Exempt Offer” = Statuvory. Definition 
7306 The derinition of “take-over bid” specifically 


excludes "exempt offers". These are found in section 80(b) 
and are defined to include the following: 


"Ca an Ofrer Lo purchase shares by way Gf 
private agreement with individual share- 
holders and not made to shareholders 
generally, 


(14 )e) any Offer) torptrchasesshares! toxnbe 
effected’ through the FaciLities ofa 
stock exchange or in the over-the- 
counter market, 


(jai) an offer to purchase shames aice 
private company or in a public company 
that has fewer than! figteen share- 
holders whose last address as shown on 
ther beokssof the, offeree, company as an 
Ontario, two or more persons who are 
joint registered owners of one or more 
Shares being counted as one share- 
holdery “or 


(iv) an offer exempted by order of a judge 
of the High Court designated by the 
Chief Justice of the High Court made 
purstiant to section) eo Win 
"Private Agreements" 
COON: Dealing first with the problems raised by clause 
(i) we have already suggested in paragraph 6.23 of Chapter VI 


that a new exemption be provided from the registration and 


prospectus requirements (of themAct) ands aa, pardoraphriG: 2i¢ 
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that resale) of ther securities be prohibited untiiea. timely 
amendment is filed and 28 calendar days have elapsed. 

2.08 The. exemption raises the question as to whether 
some special liability or responsibility should result when 
the purchaser through a private agreement pays a premium 
over the market price. In this connection we have con- 
sidered the approach taken through the so-called "City Code" 
in the United Kingdom developed by the City of London In- 
vestment Committee to govern take oucmes « . Under it the 
directors who effectively control as well as controlling 
shareholders represented on the board should not sell that 
control without obtaining the buyer's undertaking to extend 
a comparable offer to the remaining shareholders. This con- 
dition has in fact been required in a number of cases by 
Canadian controlling acento ne oan The: UsKaewule may be 
waived "in very exceptional circumstances" as to which the 
City Panel must be consulted in advance. 

7.09 This cule in the City Code has a most appealing 
appearance of fairness. On the other hand, as noted in 
paragraph 7.04, it does move further down the road towards 
removing all incentive for entrepreneurship. The control 
person is subjected to insider liability. The draft 
Business Corporations Act (Bill eri forecasts more 


stringent restrictions on the conduct of management. The 


concept of oppression of the minority has been rejected by 


Ba I oe es Sk ee eS ee ee ee 

128 The City Code on Take-overs and Mergers, 13 pages, March 
27, 1968, available from the Secretary, Issuing Houses 
Association, St. Albans House, Goldsmith Street, London, 
BCy-~2+ 


129 See Appendix VII at p. 8. 


130 The Business Corporations Act, 1968, Bill 125, Ist Session, 
28th Legisiatune,Ontaraio,..1968. 
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the Select Gonmittees > im cayour, of sStatwtonmvustandards: 


While the recent cases give evidence of a falling out or lack 
of rapport between insiders, we have not yet concluded that 
control» persons shavel'sor abusedmtheiry positionsias’ toxnequine 
specia uitreatmenteas ,almatter or securities legis Lataon: 
Accordingly we find no reason to recommend deviating from the 
conclusions: reached) inspanagraphs S+12) 0f ther Kimber Report 
that as, tomquestions, of fairness of) treatment) asi between 


Shareholders, sthis).as. a. matter dor! corporationbaw cand) the 


courts. Securities legislation may then follow the lead 
given. 
fa There is an inconsistency between item (i) and 


item (iii) which we recommend be removed to coincide with our 
recommendation in paragraph 7.16. At some point the number 
of private agreements suggest a general offer. We suggest 


they be? restricted: to’ fifteen: 


Market Purchases 

Tie: ipe,eecondiciass Of exempt offer, purchases in 
the market place,» have been scrutanazed not only in the Light 
of the Canadian Breweries take-over but other acquisitions 


in which the take-over involved both a circular and purchases 


in the market place... |The theory.of thesexemption: is straight= 
forward. No special effort is made to force the offeree 
shareholder-fo sell. ~<Hesbases his decision ondthe market 


price of the securities and, when a formal take-over bid is 
outstanding for part of the shares, may be influenced into 
taking the lower market price by the fact that he can dispose 
of all and not.merelyjpart.of: his, holdings: 


7si2 While the Committee agrees that this exemption 





ii Op. CG intesO OL MOLL CS OF 
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should be continued we have concluded that the fact thata 
Material chance. of control) 1s. occurnimgy or ws abouthto cecur 


in the target company is an important item of investment 


information... Ee isswithin: the basiceobjyectives! of the 

. : SEE , . fe oe 
Commissionat timely misclosure™ pelicy . We have con- 
sidered the methods of achieving this at some length. In 


the United States recent amendments to the '34 Act have 
barred take-overs in the market place without ditiecloenree si 
The. "Ci ty*Codé hrequi ressthatythaertotfter should: farst be 
placed before the board of the offeree company or its 

Revco e a Although trading is permitted through the 
London Stock Exchange for all the outstanding shares, the 
purchases must be reported to the Exchange on a daily basis 
and made public. We are suggesting another solution. 

aa Oe We ‘haveiconcluded that the “insider” whose 
holdings reach 20% as the result of market purchases should 
be required, as a matter of timely investor information, to 
report the fact of his purchases within three days of 
reaching 20%. In this, and in other connections, we have 
examined the definition in section 108 which, in subsection 
1(c)(ii), speaks of anyone who "beneficially owns, directly 
Or indirectly, equity shares of a corporation carrying more 
than 10 per cent of the voting rights attached to all equity 
shares of the corporation for the time being outstanding..." 
We recommend that the excuse for delay in reporting built 


into the concept of ownership should be removed by deeming 


the purchaser to own the shares on the day the market order 


132 Op. cit. footnote 23. 

133 Section 13(d)(1) of the '34 Act and Regulations 13d-1 
through 4 inclusive passed thereunder. Regulations adopted 
in Release 34-8370, July 30, 1968 (as amended). 


134 Op . eit. roornote 123. 
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1s executed. Anyexcuse’ for delaying reporting! will be 
removed. We further recommend that the three day reporting 
requirement should continue as each additional 5% is achieved, 
Lve. “25% e207 ete ) The question ‘or invention tor acquire 
control was considered and rejected on the basis that pur- 
chases, even’ when effected through far flung nominees) are 
more certain of Compilation than anvantent which can ‘only 

be crystallized with certainty once 50% has been exceeded. 
Pe The question of whether there should be the 
equivalent of a take-over bid circular available once the 
purchaser achieved 20% was considered and rejected. 

7 tke Uncertainty does arise where the offeror states 
in the take-over bid circular that it intends contemporan- 
eously to purchase in the market and will reduce the number 
of shares it will take through the take-over bid by the 
number it has purchased in the market. This, among other 
things, led us to consider prohibiting market purchases while 
a formal take-over bid is outstanding. While recommending 
against the latter we do recommend that for certainty, where 
the ,offeromjelects. to: purchase) in, the; market) as wehinas 
through a take-over bid, he must announce his intention in 
the circular and shall be prohibited from reducing the 
minimum number of shares he will take under the offer by the 


Shares purchased in the market. 


Limited Offer to Purchase 

Tee Section S0(b)(111)> exempts cftere to all the 
shareholders of a private company or to public companies 
having fifteen shareholders of record in Ontario. We see no 
reason to interfere with the exemption so far as private 
companies are concerned. However, since we have recommended 


limiting clause (i) to fifteen offers the second pare-of -this 
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exemption appears redundant. 


Exempting Order 


Tee In the light of the discretion vested in the 
Commission through section 103 as to proxies and proxy 

Sol2ca tations, section L116 as to insider trading, section i131 
as to financial disclosure, and section 59 as to primary 
distribution it is suggested that application for an exemp- 
ting order under section 89 be permitted to the Commission 


rather mthan eto a High *Gourt judge : 


Review of Take-over Bid Circulars 

TRL While the conditions which led to the Kimber 
recommendation that there be no pre-offering review of take- 
over bid circulars have altered considerably, particularly 

inf fthe «Pichi? of ‘themtinely disclosure’ policies, the present 
flexibility is important. Our study has led us to conclude 
that take-over bid circulars for the most part have been 
responsibly and accurately prepared. In other areas we have 
recommended timely amendment without regulatory review. It 
is preferable that there be a clear statement as to the 
requirements with adequate sanctions and penalties to deter 
violation of those requirements. Here, as elsewhere, 
surveillance and enforcement are necessary adjuncts. 

349 The take-over bid circular is, to the offeree, 
the equivalent of a prospectus. We therefore recommend that 
it should be approved by the directors, signed and certified 
in the same fashion presently required for a prospectus under 
section 52 of the Act and accompanied by a certified copy of 
the resolution of the board approving its filing and dis- 
tribution. For surveillance purposes it should be accompanied 


by a cross-reference sheet similar to that presently required 
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by section 17 .of the regulations to fthevAcGs eSincestthe 
circular must be sent to the individual offerees we recommend 
that there be a Statutory rioht of rescission Om wi oorawaL 
similar to that found in section 64 of the Act coupled with 
the civil liability and the defences available through 


SeGitwom Ale 


Contents of .the Take-over Bid :Circular 

(aera, One of the suggestions made was that the offeror 
should be required to declare his purpose or business in= 
tention in attempting the acquisition. The harm which would 
follow from such a requirement is incalculable and the 
benefit questionable. It would invite deceit and not candour . 
The American experience to date shows the results of 
acquisitions are seldom those originally intended, let alone 
those Torecast. 

Tea Where the right of appraisal or acquisition 
exists, that 1s either the "right of the minority sharenolders 
to apply to the courts for orders requiring their shares to 
be purchased or the right of the majority shareholder to 


acquire the minority shares such as is permitted by section 


128 of the Canada Corporations Ace these rights should 
Clearly be set’ out tm the "Circular. 
feae We examined several situations where a tender 


offer was made and at the same time the offeror was pur- 
chasing securities of the same class in. the market. We 
touched on this, in paragraph 7.15. The Ciey Goda. permits 
this when the tendér offer is for all of the outstanding 


shares providing the offeror makes adequate disclosure of 





PSD ReosGy Looe. Oso Seleosee oO. 
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hiscemarkets. transactions. ThesS.EsC.gsan Rule’ LOb-1l3\recently 
adopted?’ , prohibits purchases in the market place so long 

as the take-over bid is owtstandings “In our*consideration 

of these two approaches, and others, we arrived once again 

at the standard of adequate disclosure on a timely basis. 

This is the 20% rule recommended in paragraph 7.13. Where 

the offeror intends also ‘to purchase through the market he 
should be required to clearly declare his intention in the 
circular which will enable the offeree to choose between 
selling all of his shares at the market price or tendering 

at what would likely be a higher price in anticipation that 
only a portion of the shares he tendered would be accepted. 

To afford some certainty in this decision, as stated in 
paragraph 7.15, we would prohibit any yeduction Gimtthnemtender 
offer of the minimum number of shares the offeror would take 
under the circular. The offeror, under the previous 
recommendation, would only be required to report his purchases 
in the open market when they reached 20% and would not in- 
clude, for the purpose of this reporting, the number of shares 
tendered in response to the circular which had not in fact 


been taken up. 


Right of Offeree to Withdraw 

fire) Section 81.3 permits the offeree to deposit and 
then withdraw his securities "until the expiration of seven 
days" row tthe adate tot othe Ibid. » The Cautious tisives tor wibl 
withhold depositing his shares to await developments, in- 
cluding a circular, from the directors. Where the bid is ti or 
less than all of the voting shares it must remain open for 


’ 138 
a minimum of 21 days and a maximum of 35 days 2 . WiThevpurpose 


oe es rr a ee ee ee ee er a WoO ed 

137 Regulation 10b-13, passed pursuant to s. 10(b) Or (the. 54 
Act, effective November 10, 1969, Release No. 34-8712. 

138 See <¢./31.4 and s. 81.5 of the Act. 
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of the seven day withdrawal period is to enable the over- 
anxious tenderer to withdraw his shares in the hboh 6 Of Ha: 
counter offer. There appears to be no reason to change it. 
The original offeror is entitled to some reasonable 
protection. 

7.24 Not infrequently the original offer is amended 
in the face of a counter-offer. Although section 83s} 
ensures that everyone depositing will get the higher price; 
the terms of the offer have been amended in the Loghty ont 
changing circumstances by the offeror. We have concluded 
that any change in the offer whether for panee:aer aliroft tihhe 
shares, excepting the extension of time for acceptance con- 
templated by section 81.5, for the purpose of section 81.3 
under the changed circumstances the parties tendering would 
be permitted a further seven days from the date the amendment 
is mailed to them to withdraw. Section 82 would also be 


amended to coincide with an amended section 81.3. 


"Market Out" Clauses 

Tas we On occasion an offeror includes in its tender 
offer what are known as "market out" clauses. These escape 
clauses give the offeror a very substantial discretion to 
withdraw its offer during or even at the end of the offering 
period regardless of whether or not it has received the 
minimum number of shares tendered for. These clauses are not 
responsive to defensive tactics of the offeree's board of 
directors. 4 They are<appropriate, to cab underwriting in which 
the dealer assesses the market before going, Aims Or has 
commitment. We recommend that such escape clauses be 
prohibited in take-over bids. The offeree is committed to 
sell his shares once they are tendered and the period of 


withdrawal has run. The offeror ought to be Similarly 
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committed subject to his share objective being achieved. 


"The Equity Shares! of a Class” 


7.26 Section 81 speaks in several places about offers 
"made for less than all the equity shares of a class owned by 
offerees". The restrictions as to time therefore do not 
apply when the offer is for all the equity shares of a class. 
Recent experience demonstrates that inequities can develop 
when there is more than one class of equity shares and the 
offer is for all of a’ particular class or classes. The 
result seems inconsistent with the equitable doctrine, pro 
rata acceptance, based on paragraph 3.17 of the Kimber Report 
and found in section 81.7. We believe that where the offer 
is for less than all of the voting shares of all classes the 
time limits placed presently on offers for less than al Dnort 

a class should apply. Requiring that an offer be pro rata 
across classes of equity shares would be unreasonably res- 
trictive on the offeror however. The terms and conditions 
attaching to various classes differ and the offeror should 

be free to elect as to which class or classes it wishes to 


purchase. 


Directors! Circular - Offeree Company 


Leved Section 86 requires the directors to forward to 
each of their shareholders a directors' circular where they 
wish to either recommend acceptance or rejection of the bid. 
A number of submissions suggested that the directors' cir- 
cular be mandatory in every case, setting out a breakdown by 
directors as to how each voted, what their particular in- 
terests were and their reason for making or refusing to make 
specific recommendations. After careful consideration we 


have concluded that there ought not to be such a universal 
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requirement. We are disappointed to note however that only 
40 directors" circulars were deposited in response to the 87 
take-over circulars filed between May, 1967 and December, 
Tooge a 

112o Ancillary to this was the question as to whether 
the present provisions Im SLerecr pronibit the Girectors or 

a director from making any comment short of a circular 
recommending acceptance "Or Teyeetion Of ‘the offer. Ir “there 
is doubt about tis “therm section 86 should be claraiied per- 
mitting a communication to the offerees from a senior officer 
of tire Orferee company, indicating the ofrer 1S under "study 
by the boara if such is the case and that a directors’ 
circular will shortly be forthcoming setting out the board's 
position. Inte circular could suggest that. the ofrerees 
defer depositing their ishares until “the directors” circular 
arrives. 

Veeco We have noted occasions where a particular 
officer or director has offered comments either in support 

Of OY against a particular bid. While we feel that he, should 
be free to do so it 36 also our recommendation that he should 
do so in the form of a circular setting out, amonast other 
things, his reason for accepting-or" rejectine® the orfer, nis 
trading including those securities which he directly or in- 
directly Owns” or’ control s** the détails *6r Any* pri vate agree= 
ment-he has for the sale of theseushares;, “and any * under - 
standing as to his future employment and perquisites should 
the take-over succeed. 

Capes, In passing we note that from our” appraisal of 

the’ 1imited number* of’ directors” * circtlars’ filed'4 tis" obvisus 
that the shareholders are not always swayed by the position 


139, See" Appia is Vlit ates 7. 


(100) 


taken rbyhtheir Se ee ee While we would like to see the 


direétoxrstakeua |positionsmore«often, where there sis not a 
substantial unanimity among them we do not feel it appropriate 


to force them into the role of investment advisers. 


Identity of the Cash Bidder 

‘areca The Kimber Committee in Paragraph 3.18 recommended 
that the cash bidder should not be forced to reveal his 
identity. In 41 of the 87 take-over bids cash was the sole 
consideration and in only 3 of these was the 1aentviy of the 
cash middex Sear eedicdeuens It was submitted that the identity 
of the bidder may be an important piece of investment infor- 
mation in considering whether to continue to hold or sell 
shares when the offeree might otherwise have no present in- 
tention of selling his shares. On the other hand, as the 
Kimber Committee concluded, with the identity of the bidder 
concealed the offeree would be unswayed by any factor excep- 
ting his assessment of the price offered in relation to the 
market price and the company's long term prospects. ie 
recent amendments to the '34 Act require the cash bidder to 
be identified. 

ase Where the take-over bid is for less than all of 
the outstanding shares we have concluded the offeree is 
entitled to know the identity of the cash bidder with whom he 
might become associated. Where the bi dias: fort aliwor tine 


shares we recommend no change in the present law. 


Time Limits for Offeree Taking Up the Shares Deposited 


Pao Section 81 provides that where the bid is for 


less than all of the equity shares of a class the offer shall 


ee SSS Se 


140 Ibid. 


141 See Appendix. Vilvat p.s..O. 
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not ‘remain open ‘for vlonger ethan.35 daysismihe ishares (depospted 
in response to that offer must: be 'taken.up and paid for within 
fourteen days of the last deposit day. There are no equiva- 
Lent provisions when the offer is «made .forvallrofethe shares 
O£f,a class. Ini theory, at, least the of fer might remain open 
indefinitely and the offeree who tendered his shares, after 
the seven day withdrawal period has run, would find himself 
locked in indefinitely. 

7.34 Two solutions suggest themselves. ime theatre. sor 
these, the offeree would be, tree to withdraw) atter a Stipu-— 
lated minimum period of 35 days had elapsed unless his shares 
had been accepted. by .that_time. Secondly where: the offeror 
has declared that he wishes to purchase all of the shares, at 
the expiry of the maximum 35 day period he should be required 
LO purchase all ‘of .the shares, tendered or abandon his, of fer 
and. return the: securities tendered forthwith. The latter 
requirement commends itself to us. In the normal case where 
the offer is for all, the shares the offeror, commits hinmselt 

to take up. all the shares offered after the seven day with- 
drawal period elapses. Where the offer for all has some con- 
dition attached, on all the shares being tendered there 
appears, to be. no reason, for permitting, the offeror's obligation 
to take up and pay for the shares to extend for any longer 


period. than, that. permitted for a partial offer. 


Bxstension of Insider Liability tO mLAKe =O Vers 


Gu Bo We have carefully considered the submissions made 
that the insiders of the offeror company should be deemed to 
be insiders of the offerée company for the purpose of ineider 
liability for a period extending back six months from the date 
of the take-over bid. We have also examined the converse 


proposition, that the insiders of the offeree should be deemed 
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to be “insiders of the offeror/for a similar period. «In the 
end result we have been unable to satisfy ourselves that such 
an extension would meet any need. The abuses appear to lie 
as much in take-overs which are announced but never formally 


proceeded with. 


RECOMMENDAT IONS 

yee s In summary the recommendations made as to changes 

in Part 1X of the Act are as follows : 

(1) The number of "private agreements" which may be 
entered into pursuant to section 80(b)(i) should be 
lamitea to fifteen.) (Para. 7/10): 

(2) Section 80(b)(iii) should be amended by deleting any 
reference to public companies and confining it to 
offers for securities of private companies. (Para. 7.16). 

(3) As to market purchases we have concluded that while no 
restrictions should be placed on them a person having 
contracted for 20% of the equity shares through market 
purchases should be obliged to report this through 2a 
special type of insider trading disclosure made within 
three days of the purchase. The reporting should be 
based on the contract to purchase and section 108 should 
be defined to deem the purchaser to be the owner for 
reporting purposes at the time of the contract. The 
obligation to report within three days will continue 
each time an insider's holdings increase by 5%. 

(Para. 7.13). 

(4) Under section 81.7 the offeror should be prohibited from 
reducing his pro rata purchases by the number of shares 
purchased in the market. (Para. 7.15). 

(5) In the interests of consistency, the power to grant 


exempting orders in section 89 should be transferred to 
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the*Conmsss ion. Al Paracey7 et). 

(6) There should be no regulatory review of take-over bid 
ei rculars' (paras* 7718) "but? the circular Snould@be 
approved, certified and signed as with a prospectus, 
should be accompanied by a cross-reference sheer’, ‘and 
since the document 16 delivered to’ the offeree-a 
Statutory right ort rescission (section 64)  should™apply 
coupled with civil Liability (section 141) identical 
with that attached" to arprospectuss »©(Paras*7 V19)% 

(7) Where the right of appraisal or acquisition exists the 
orferee’ should be’ advised inthe’ take-over circular of 
Has Tights and’ the*efreror showld@advise? the?ofteres 
where he intends exercising any right he may have. 
(Para 27.19%). 

(8) Where the offeror intends to purchase in the market his 
intention lust’ be- clearly set out ins the take-over 
circular (para. Yee), VAS noted in "(4)" he should te 
prohibited from reducing his pro rata purchases by the 
number of shares purchased in the market. In addition, 
as recommended in (3), he would be obliged to make the 
special insider trading report when his market purchases 
coupled with’ hisother holdings} apart fron“the securities 
tendered, amounted to 20% of the equity shares, and for 
each 5% upwards thereafter. 

(9) Where an offer is amended, section 81.3 should be amended 
to permit the offeree an additional seven days from the 
date the amendment is mailed to him to withdraw the 
securities already tendered. (Para. 7.24). 

(10) Anj addition showld be made to ceetion Sl prohibiting any 
conditions added by the offeror to the offer excepting 


the right to withdraw on the failure of the offerees to 
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(11) 


(12) 


(13) 


(14) 


(15) 


tender the minimum number of shares of particular classes 
hejwas willing to,accept..., (Para. 7425). 

Where sthe offer ic for, 1éss than all of all classes,.of 
equity shares it should be subject to the same statutory 
restrictions as are applicable currently when the offer 
PS_10r less Voanead lor a. par tacular class Of equity 
shares. J(Para.27. 20). 

Section 86 should be clarified so as to permit a senior 
officer to advise the shareholders when the board is 
considering sending a directors' circular by suggesting 
their shares not be tendered until a communication is 
received from the directors. (Para. 7.28). 

Section 86 should also make it clear that a particular 
Officer Or, director 16 Tree to offer coment tor or 
adaibst asparticular bid providing he also details has 
own anterest. ~(Para. 7.29), 

Where the take-over bid is for cash and is for less than 
all of the outstanding equity shares we recommend. that 
t{ne.cash, bidder be identified. (Para. 7.32.) . 

In tue case ot Oflers for all of the cqurty shares the 
offeror should be obliged at the expiry of 35 days to 
commence accepting and paying for the shares tendered 


or abandon his offer. (Para. 7.34). 
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CHAPTER! VIII 


EXEMPTIONS GENERALLY 


The Impact of Continuing Disclosure 


8.01 In Chapter II we have concluded by recommending 
the creation of two classes of companies, referred to. as 
"reporting companies" and "non-reporting companies". In 
Chapter III we consider the concept of "public" in the light 
of the present legislation, concluding in paragraphs 3.20 and 
2.21 that the inclusion Of the word “public™ in the definition 
of “distribution” was redundant. This conclusion is based on 
the premise that the legislation intends to protect everyone. 
8.02 In the chapters which followed we examined the 


important exemptions to which our attention was directed by 


our terms of reference. These were "private placements" and 
"exempt purchasers", "business combinations" and "take-over 
bids". (We have also considered the problems raised by 


"control persons".) We concluded that adequate protection for 
the investor could be provided in a continuing disclosure 
system with these specific exemptions integrated. It is next 
necessary to examine the remaining exemptions from the 
prospectus requirements set out in subsections 1 and 2 of 
section 58, which in turn refer us back to the specific 
exemptions in section 19. We shall attempt to apply the ''need 
to know" test and then move on to deal with the problem of how 


the specific exemptions can be provided for. 


Underwriter Exemption - Sections 58(1) and 19(1)6 
8.03 "Underwriter" is defined by section 1(1)32 of the 
Act. Section 6(1)(d) provides that, no person,.or company shall 
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act as an underwriter without registration as an underwriter, 
broker-dealer or investment dealer or unless it is a bank. 
Section 19(1)6 enables the issuer to "trade" with an "under- 
writer" without registration to trade. Since the definition 
of "trading" in section 1(1)3l is broad this enables the 
issuer to negotiate with various underwriters. Section 58(1) 
exempts such trades from the prospectus requirements, of 

SEC t1L0N 35. 

8.04 This exemption requires no change. In paragraph 
2.28, we recommend that under specific circumstances the 
underwriter should be able to distribute to non-exempt pur- 
chasers through an offering circular or prospectus depending 
on whether it is a reporting or non-reporting issuer respec- 
tively. This will be accomplished by prohibiting resales 

by the underwriter. 

8.05 Commencing at paragraph 5.17 we have already 
considered the possibility that exempt purchasers and private 
placees might be used to avoid the restrictions placed ‘on 
underwriters through Exchange or Commission policy, including 
such matters as the maximum offering prices, and method of 
distribution. This is a surveillance and enforcement problem 


however. 


Trades by a Company to its own Security Holders 


= Sections 58(1) and 19(1)8 


8 .06 There are three sub-clauses in this exemption. 
Each of these relates to trades by an issuer to its own 
security holders, i.¢. distribution of its own securities by 
Way Of Stock dividends, a distribution or issue of “1ts own Or 
other issued securities incidental to a bona fide re- 
organization or winding-up, or trading pursuant to a rights 


issue made initially to its own security holders. Applying 
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the "need to know" concept there appears to be no reason to 
interfere with the present arrangement concerning the issuance 
or GrstribuGion of “the: Securi tres wor she eign] vo «the 
securities. However, in order to ensure adequate disclosure 
generally, we recommend that the resale be prohibited in the 
case of a reporting company for 28 days following the filing 
of a timely amendment disclosing the facts. We would recommend 
that the reporting company be permitted to file the amendment 
as soon as it is committed to the distribution whether by way 
of stock dividend, re-organization or winding-up, or a 
financing Ghiroughya Tights! issue. “Since 1 would normally 
take longer than 28 days for the legal and administrative 
details to be completed before the actual distribution of the 
rights: ors the securities; there <s dittle dikelwthood of delay. 
Resale of securities of non-reporting companies would be 


stopped. 


Trading to Employees - Sections 58(1) and 19(1)10 

3.07 While the American case which enunciated the "need 
to know" philosophy was based on the need of particular classes 
of employees for prospectus disclosure? Canadian securities 
legislation generally and our Act in particular have exempted 
fie trades Completely.” Subject a> 1 £S £6 the restriction 
that the trade should not be encouraged by the expectation of 
employment or continued employment no problems have arisen. 

It is desirable that employees should be readily permitted to 
invest in the company in which they are employed. Certainly 

as to a reporting company they will have much more information 
available. As to resale, in order that we treat the exemptions 
consistently we would recommend that employee options or an 
employee stock participation plan should be a matter for timely 


142 Supra, paragraph 1.26. 
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amendment and that employees should be prohibited from re- 
selling the, securities »taken down under the plan for 28 days 
after the timely amendment is filed. The most. practical 

plan would be to file the timely amendment 28 days before the 
option or the stock purchase plan becomes effective. [In the 
casecor ia contimuing iplanaiarter the wunitial tiling the 
regular reports would show the changes and they would be in- 
cluded in the annual statement. Effectively there would be, 
as now, no jes tric tions ion. tresale.for reporting companies. 


There would be a prohibition for non-reporting companies. 


"Promo Lersl 

8.08 Having rejected the continued use of the word 
“public” an relation: to, the -exemptions,« the tresult, might be 
that ithe: Zounders or 'promo ters" of. a company would find it 
impossible to purchase shares in the company they seek to 
Found... ¢.f0, avoid wthis patently absurd result a, specific 
exemption will now be required. We suggest the present 


definition, of "promoter"! 43 be used in this exemption. 


Sect pon 019( 2) sand }Sec taon 758-2 

8.09 The twelverclasses of iexemptions provided "for im 
these subsections are directed to securities of certain kinds 
of issuers as well as to certain kinds of securities which are 
exempted completely from the registration and prospectus 
requirements fom ithe *heqa station? amMhey involve securities 
issued by any government, including those of municipalities 
and school boards. They exempt debt securities guaranteed 

by one .ef the clocely supervised fanancral “institutions, e.d. 
banks, and the Ontario licensed loan and trust and insurance 


companies. There are securities issued by institutions or 


LA SAC w Sov La OVOR UO LhesAASt. 


» 


(109) 


companies which, as a matter of public policy it iis not 
intended to bring under the regulatory scheme including those 
issued by entities supervised elsewhere such as co-operatives 
and credit unions. Commercial paper, mortgages and like 
securities, with some qualification, are also exempted. The 
prospector and the prospecting syndicate is exempted although 
the syndicate agreement is substituted for the prospectus 
through the exemptions and section 34. 

3. L0 In making this recommendation we are mindful of 
our earlier conclusions that everyone shall be deemed to 
require prospectus disclosure unless a specific exemption is 
Cound 27 The Ace. In this way we avoided any problem 
which flows from an attempt to define the word "public" in 
the sense we believe it to be intended in the Act. Since 
subsection 2 of section 19 is concerned with kinds of 
securities rather than the kinds of persons or transactions 
dealt with in subsections 1 and 3, and since as a matter of 
public policy these are exempted completely Srom- the 
regulatory scheme we did find it necessary to pursue the 
meaning of "public" further in connection with this subsection. 
Most of the problems have arisen in connection with trading 
in the securities of private companies. The courts seem to 
encounter little difficulty in dealing with the word ina 
given situation. Thus apart from the exatiination of the ‘case 
law already undertaken in Chapter III, particularly para- 
graphs (S72; Shs and esni4t we have not found “itenecessary to 
explore further. 

fee hai "Public" is found in clauses 4, 5, 9 and l2. 

With the word "public"! removed from the definition of Madi S 


tribution" (which it is recommended replace the present 


144 Chapters II and III are preoccupied Wath this: 
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"primary distribution to the public'’) the exemptions as they 


stand will if anything become more meaningful. 


(1) 


(2) 


(3) 


(4) 


RECOMMENDAT IONS 

In summary our recommendations are as follows: 
The "underwriter" exemption in sections 58(1) and 
19(1)6 should be continued with any resale by the 
underwriter prohibited. This will require the filing 
of an offering circular or a prospectus depending on 
whether the issuer is a reporting or non-reporting 
company, pursuant to the equivalent of the present 
section. 35. 
No change is recommended as to the trades by a company 
to. its own security holders defined in section 19(1)8. 
However, 425. to, resale, in ithe case, of a reporting 
company 28 days should elapse from the filing of a 
timely amendment. In the case of a non-reporting 
company resale would be prohibited. 
The employee exemption in section 19(1)10 should be 
continued... The right to; resell in a reporting company 
will be based on a timely amendment setting out the 
option, or the details of the stock, purchase plan, with 
a 28 day delay following the filing of the amendment. 
Insthevease. of <a continuing plan after’) 26 days have 
elapsed! from whe istitials filing, subject! to) the required 
regular reports set out in the recommendations in 
Chapter CEie ty the employees will be free to resell. 
Resale of the securities of non-reporting companies 
would be prohibited. 
A simple definition exempting trades in the securities 


of a company to the promoters thereof should be added 


14) See para. 2eligsety seqi 
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(5) 


to section 19(1) and section 58 with a prohibition 

on resale in section 58 for securities of non-reporting 
companies, and the standard restrictions, eo. timely 
amendment, plus a 28 day delay coupled with no selling 
effort for a reporting company. 

No substantive changes are recommended in the exemptions 
presently provided for in section 19(2) and section 
50(2)% “Prospectuses are not presently required for 


these. 


(12) 











CHAPTER IX 


ACCOUNTING FOR AND DISCLOSURE IN 


BUSINESS COMBINATIONS AND ACQUISITIONS 


The Op 1eCLLve 


9.01 Much of the criticism directed towards acquisition 
minded companies has been aimed at the allegedly unrealistic 
market prices of their securities! *°, Ine Marker price or 

such securities appears to be based on price/earnings ratios 
applied to earnings per share which in turn can be influenced 


by the differences in earnings which result from using 


147 


different methods of accounting for the acquisitions This 


criticism has emanated primarily from the United States. 
However at the time our study was established there was con- 
cern that the methods were being used in a similar fashion 


to account for acquisitions by acquisition minded Canadian 


companies!48, A major objective of the Committee has been to 


determine if such was the case here and to ensure adequate 
disclosure by such companies so that their securities may be 


valued by the market in a more informed manner. 


146 As explained in para. 1.08 supra a conglomerate company is 
a company with diversified classes of business. We are, 
however, concerned with companies which make frequent 
acquisitions whether or not such acquisitions will cause 
the companies to become diversified. 


147 The artificial values result from investors continuing to 
apply a high price/earnings ratio to earnings increments 
resulting from acquisitions, which should really carry a 
lower multiple. 


148 This is apparently the case according to the Joint Study 
St wees. tie Report, OF the Joip® Study 25 deecribed iat 
para. 1.06 supra. 

See also "The Chain Letter Revisited" by Marvin M. May, 
Financial Analysts Journal, May-June, 1968 at p. 113 and 
"The Merger Movement Rides High" by Gilbert Burck, 
Fortune, February 1969 at p. 31. 
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9.02 Two. subjects al Mlediwith] this objective,are (a) 
the disclosure of earnings per share on a uniform basis, and 
(b) the disclosure of information by diversified companies 
on a basis that 7s Meanimicrulsto.the Gnvestor.. Lt is 
important that the investor should be able to distinguish 
clearly between growth resulting from acquisitions and in- 
ternal growth in actual earnings. Our recommendations are 
aimed at achieving this end regardless of the accounting 
method for the time being adopted and regardless of the 


manner in which diversification was achieved. 


Accounting for Business Combinations and Acquisitions: 
Pooling of Interests and Purchase Methods 


9.03 M pusiness Combination Or acqursi tron Can be 
accounted for either as a purchase or as a pooling of 
interests. The difference between the two methods is set 


out in Research Bulletin No. 48 of the American Institute of 


Gertitired Public RecGuntawie 


i For accounting purposes, a purchase may be 
described as a business combination of two or more 
corporations in which an important part of the 
ownership interests in the acquired corporation or 
corporations is eliminated or in which other 
factors requisite toa pooling of interests are 
not present. 


" In contrast, a pooling ‘Of interests may be 
described for accounting purposes as a business 


combination of two or more corporations in which 
the holders of substantially all of the ownership 
interests (150) inwthe constituent corporations 
become the owners of a single corporation which 
owns the assets and businesses of the constituent 


149. Tseued “in 1957 by ‘the Committee on Accounting Procedure, 
American Institute of Accountants, New York at para. 33 
Bulletin No. 48 revised Research Bulletin No. 40 published 
in 1950 which gave official recognition to the two methods 
of Accounting, 


150 "AS Used in “this bulletin” the Vverm “ownersnip tinterests” 
refers basically to common stock, although in Some cases 
the term may also include other classes of stock having 
senior Or preferential rights-as well-as classes whose 
rights may be restricted “in certain respects,” 
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corporations, either directly or’ through “one *or 
more subsidiaries..." 


A consolidated financial statement using the purchase method 
of accounting for an acquisition or combination is prepared by 
(a) adding the value of the assets of the acquiree, which may 
be their book value or revalued to be greater than book value, 
to the book value of the assets of the acquiror, (b) adding 

the book value of the liabilities of the acquiror and acquiree, 
(c) increasing the capitalization of the consolidated company 
by the-market value of the acquiror securities (debt or equity) 
issued to effect the combination or acquisition’>+ ana (ayeer 
the increase in capitalization is greater than the increase in 
net assets reflecting this premium as an acquisition premium 
Or goodwill on the assets side of the balance eneee a 

9.04 In the pooling method of accounting the assets of 
the acquiror and acquiree are simply added at their book value 
as are their liabilities. Unlike purchase accounting the 
earned surplus of the acquiree company is carried forward to 
the consolidated statement. The important difference however 
is that the consolidated shareholders! equity is increased 
only by an amount equivalent to the net book value of the 
acquiree company's assets. This means that no acquisition 
premium or goodwill would appear as a difference between the 
increase. inrshareho ders" “equity ‘and’ *the’ book value*of “the 
acquiree company's shares. An example of the application of 


both methods of accounting to one acquisition is provided in 


151 Many purchases are f£G6r cash an which case the’ requisite 
portion of the asset cash disappears from the consolidated 
balance sheet. 


152 On occasion, rather than premium or goodwill there may be 
"negative" goodwill where the market value of the con- 
sideration is less than the net book value of the assets 
acquired. 
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Appendix Vinee: 


The. Evolution.of .the -Pooling ,of -Interest ;Concept 
9 405 Bulletin No. 48 referred to earlier, established 
guidelines for determining the continuity in the combining 
companies appropriate for a pooling of interests accounting 
for,.thecombination,,...Such-guidelines are: ).(a) {the smelation= 
ship between the interest of the owners in the combining 
corporations and their interests in the combined corporation 
should be in proportion for a pooling; (b) similar con- 
siderations exist with respect to voting rights; (c) changes 
in the respective ownership rights shortly after the com- 
bination indicate .a, purchase; (d) .-sale-of part lof one sofsathe 
combining businesses following the combination suggests a 
purchase; (e) continuity of management through the com- 
bination, must exist fora pooling 3 y,and )(£)) ud ithe ssizecof 
one of the combining corporations is clearly dominant a pur- 
chase is indicated. The Bulletin, provided,that all -of :the 
guidelines need not be followed. 
9.06 These guidelines were continually eroded in 
application. This erosion was recognized in 1965 by ‘the 
Accounting Principles Board of the A.I.C.P.A. in Opinion No. 
6 which stated that Bulletin No. 48 should be continued "as 
an expression of the general philosophy for differentiating 
business combinations that are purchases from those that are 
poolings of interests", but emphasized that "the criteria 
set..forth..in.paragraphs._5.and..6,.of.Bulletin.48-are—illus- 
trative guides and not necessarily literal requirements!>*, 
153 For a background discussion of accounting for business 
combinations see the Report of the Joint Study, Chapter 
I. See also the discussion. in. "Accounting Tor. business 
Combinations", D.W. Lay, Canadian Chartered Accountant, 


November 1967 at p. 329. 


154 "Opinions of the Accounting Principles Board - 6". 


(116) 


Earnings Per Snare stearPoolang "vss Purchase”: Accotnting 
9307 It was in the period following the 1965 Opinion 
that the number of acquisitions in the United States increased 
in frequency. We noted this trend briefly in Chapter I in 
connection with the impact on market price of acquisitions and 
the accounting methods!?> used by the acquiror.!) For such 
companies to make acquisitions it was most helpful if their 
securities were highly priced in the market and this was 
frequently the case. High market prices meant, of course, that 
fewer securities would have to be issued to make an acquisition. 
Market price is strongly influenced by earnings per share. 
Earnings per share may be enhanced by using either method of 
accounting in these respects: 
(1) When two companies are pooled the earnings of each 

company for the complete financial year in which 

the pooling occurred are added together and are 

accounted as the earnings of the pooled company for 

that complete financial year, (even if the acquisi- 

tion was made on the last day of such year). When 

one company purchases another only the earnings of 

the purchased company for the remainder of the 

financial’ year can be» included in the earnings of 

the two companies consolidated by the purchase. 

In determining earnings per share and therefore 

the number of shares outstanding for pooled com- 

panies, all of the shares issued to make the 

acquisition will be added to the shares outstand- 

ing because the shares will be considered to have 

been outstanding for the complete financial year. 

In the purchase method of accounting only a 

weighted average of shares issued to make the 


155 Paras. 1,08, 1.09 and 1.10. 
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acquisition will be added to shares outstanding. 
If the acquiror has a higher price/earnings ratio 
than the acquiree and shares are issued to make 
the acquisition and the acquisition is accounted 
for as a pooling, mathematically the earnings per 
share of the combined companies must increase. 


The market will then usually place a higher value 


on the shares of the combined companies. This 
process =the chain: letter, effect, -ican be 
repeated. This effect is demonstrated in the 


example in Appendix VIII. 
(2) When one company purchases another the difference 
between the cost to the purchaser of such purchase 
and the value assigned to the net assets acquired 
is usually shown on the balance sheet of the con- 
solidated company as goodwill. In Canada this 
goodwill may (1) be written off against retained 
earnings immediately, (2) be amortized gradually 
against future: earmings,,or (3)! left on ¢theybalance 
sheet. Method (2) will, of course,«cause a decrease 
in future earnings per share. Methods (1) and (3) 
are attractive, to; the: issuer because: the effect 
on future earnings is avoideat>©, lites LShapparent 
that with respect to future earnings methods (1) 
and (3) influence earnings in the same manner as 
if the acquisiti¢en was accounted for as a pooling. 
9.08 The pooling of interests method became the method 
of accounting for business acquisitions or combinations in 
156 Method (1) is not acceptable Gin the U.S.A.) whichyjinipart * 
accounts for thes popularity, om pooling tuna thesaU .ocsalhis 


isidiscussed “insithe Report of the Joint Study at p. 38. 
Another reason is discussed at p. 23 of that Report. 
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aqmajori ty Ot athe acquisitions which occurred in the ceases 


The concern expressed by the S.E.C. and other regulatory 
authorities as#well tas ithe tA SC tr. Mets own concern for 
establishing some uniformity in the use of the two methods 
has led to a recent series of conferences sponsored by the 
A.1I.C.P.A. in which dratt opinions of the Accounting 
Principles Board on accounting for business acquisitions and 
combinations have been considered. Guidelines to replace 


those in Bulletin No. 48 are expected shortly. 


Accounting for Business Combinations in Canada 

9.09 Until recently very little published information 
was available in Canada outlining the methods used by 
Canadian companies in accounting for acquisitions and com- 
binations. This void has been significantly reduced by the 
Report of the Joint Study to which we referred earlier. In 
its consideration of business combinations the Joint Study 
used a sample consisting of 410 of the 498 industrial 
companies listed on the Toronto Stock Exchange as at December 
31, 1968. Of the 410 companies, 254 made acquisitions, in 


total, 998 aeauicieione. |. The Joint Study. discloses that 


59 


52 of these 998 acquisitions were accounted for as poolings* ; 


approximately 5%, and that the number of poolings is in- 
creasing with time. 


9.10 The Joint Study concluded with respect to 


LP A i a a AR SP REO TAT EAT A NR STR A EE OE TEE 

157 Fortune magazine estimates that the pooling method accoun- 
ted for only 30% of all mergers in 1965 but more than 60% 
of mergers in 1968; Fortune, February 1969 at p. 82. 


158 Report of the Joint Study at p.10. 129 of these 410 
companies were studied in some detail, representing 507 
acquisitions. A sample of 27 companies, 15 using the pur- 
chase method and 12 using the pooling method in at least 
one acquisition, representing 114 acquisitions, was used 
for in-depth study. 


eouIdr Ati pe 1a: 
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poolings that: 


h Ssoemintueallyeadll tkansactions toatnetied 
the primary criterion of a pooling - that is 
the medium of exchange in the transaction was 
almost completely voting common shares. When 
tested against the other three criteria for 
pooling, no more than 50% of the transactions 
we examined would have met the historical tests 
for relative size, management continuity or 
industry similarity. We conclude therefore 
that there has been a rather liberal interpre- 
tation of the standards which have been used in 
practice for deciding whether a transaction 
qualified as a pooling of interests. However, 
while the pooling criteria were interpreted 
rather liberally, we still found that only 
about 5% of the [998 acquisitions] were 
accounted for on this basis. 160 


9.11 We discussed earlier the three methods of treating 
the acquisition premium which normally results in accounting 
for an .acquisition,using «the, purchase methods ,The)Joint Study 
found in its analysis of 93 business combinations treated as 
purchases that in 63 combinations all or part of the acquisi- 
tion premium was recognized as goodwill, (the other 30 re- 
valued assets). In 12 of these 63 cases the goodwill was 
systematically written off against income. In the other 5l, 
31 retained the goodwill on the balance sheet and 20 wrote 
it OLR 0. SUID Lis accounts. The Joint Study concludes 
from this, data that: 

"The, implication, 1S,.cleaxr ,that,.comparaba Laty 

of earnings data among these companies was 

difficult af.not impossible, to determine 

Since in most cases the information concern- 


ing disposition of excess was not clearly 
spelled out in published annual reports." 162 


The JO nae Study Acquisition Equation 


2D From an investor's point of view the conclusion 


which is apparent from the Report of the Joint Study is clear. 





LOOws closet pir 
L611." id rat py 934. 


163 Sidvrat pies. 
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Earnings may depend (a) upon whether an acquisition is 
accounted for as a pooling or purchase and there are no clear 
guidelines as to when either method is appropriate; and (b) 
earnings may depend upon the treatment accorded goodwill or 
the acquisition premium when the acquisition is treated as a 
purchase land again there are no clear guidelanesas to the 
circumstances appropriate for a particular treatment. An in- 
vestor may be influenced in his actions simply by the 
accounting method used. The need for consistency in account- 
ing for acquisitions is obvious. Establishing such consis- 
tency will require serious consideration of accounting 
principles. The Committee i5 anxious to convey its concern 
that such consideration be undertaken by the accounting 
profession immediately and that consistent accounting prin- 
ciples be developed as soon as possible. The Committee notes 
that this concern is shared by the Joint Study which urges 
the C Hhecuagt ts to resolve the questions of accounting prin- 
ciples “involved "no “later (than December 31,1970. “Such a 

time limit is reasonable. 

9.13 The Committee is of the view that some interim 
recommendation is possible which, without suggesting 
accounting principles, will neutralize any tendency to mis- 
lead which the particular method of accounting for an 
acquisition may have. This can be achieved through approp- 
riate disclosure which must be made by the acquiring company 
at the time ofthe acquisition: “The-disclosures should be 
required only when the acquisition is material to the 
acquiror. In developing the content of such disclosure we 
have been impressed by the suggestion of the Joint Study 


concerning publication of what is termed the "complete 


er ree SS 


ifs (ide atéps, 50% 
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acquisition equation"? °*. This equation accounts "for the 


purchase price involved in a transaction in two ways: first 
as represented by the value of the net assets acquired and 
second as represented by the sources of funds used as payment 
in acauilranGe these aseenaunlee 
9.14 The equation is outlined as follows: 

"The Acquisition Equation 


Net Assets at Book Value on 


Purchase Price (A) 


Predecessor's Records (N ) 
+ Adjustments of (N) to "Fair 
PaVadue!" (F ) 
+ Premium or Discount Related to 
Goodwill (G) 
Purchase Price (A) = Working Capital Payments,- e.g. 
Cash iBank) Loans, 7 ete:. (W) 
+ Long Term Debt (D) 
+ Preferred Stock (P:) 
+ Common Stock (Cc) 
Melua pee SS eae ap pees oe 
OLS An example of the acquisition equation taken from 


the Report of the Joint Study follows: 


TOD your company acquired 95% of the out- 
standing common shares of Company 
Limited, a food processor located in British 
Columbia. The transaction which was accounted 
for on a purchase basis involved the following 
payments: 

Cash S 1,000,000 


7% cumulative redeemable 
preference shares s000)3;000 


50,000) common shares,» no, par svalue, 
valued on the basis of market 


Price wat GCates,oriassue 5,000 , OOO 
Total purchase price $11,000,000 





164 Ideeat pp." 50. 
165 ide at p. LO. 


166 Ibid. 
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The following net assets were acquired in the transaction: 


Tangible net assets at book value 
on predecessor's records S 6,000,000 


Increase in value of land and other 
non depreciable assets 1,000, 000 


Increase in value of buildings to be 
depreciated over the remaining 
life 1,000,000 


Goodwill - to be amortized against 
income over its estimated life - 
estimated by management to be 
approximately 25 years 3 , 000 , OOO 


§11,000,000 
167 





9.16 This example reflects an acquisition accounted for 
using the purchase method. The Joint Study discusses the 
equation for a pooling in the following passage: 


es A similar acquisition equation would be 
published for transactions treated as poolings of 
interests although of course there would be no 
revaluation of assets acquired. On the other 
hand, for pooling transactions the disclosure of 
the acquisition equation should include details 
as to the number of shares issued and the book 
value of these shares together with an indication 
of the market value of the shares so issued. 

In this way the reader would be able to calculate 
the total market walue of theytransaction ‘and 
judge for himself the amount and effect of the 
potential goodwill which was not recognized in 
the transaction, having regard to any special 
valuation problems that may result from the new 
share issue. 


7 We (believearthat full*:disclosure of the 
acquisition equation in all acquisition trans- 
actions would greatly improve the standards of 
management's accountability for merger trans- 
actions in the present environment. It would 
provide the interested reader and analyst with 

the factual information required to assess the 
financial effect of the transaction and since 

it was reported after the fact should not inhibit 
merger negotiations in any way." 168 


2 ie complete Gee sities eqs tien ee et 
Logeideradaps On 


168: ibid. 
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WOLF We recommend the adoption of the acquisition 
equation. We would envisage disclosure being made as in 
the example set out above. Note that in addition to dis- 
closing the constituent elements of the purchase price dis- 
closure is made of the following items: 
(1) ortherdate of the acquisition, 
(2) the typeof acguisei tiony aves Sshares;, 
assets or statutory amalgamation, 
(3) the name and business of the acquired 
company, 
(4) the method used to account for the 
ACTULSA TION, (ang 
(5) if goodwill ‘results from- the Acquisition, 
the treatment of such intended by the 
aACgquaxrvoxry 
Oo 71S In addition we recommend that disclosure be made 
of the proportdon ofthe; total» securities) outstanding 
represented by the securities issued to make the acquisition 
(if any) #) df: -the> acquilsic ion lissvaccoumted efor «by the 
pooling method an earnings history for at least two years 
should be furnished as though the companies had been 
"pooled" fon the years:,.covered: by, such history saghis 
history should be set out alongside an earnings history 
for the acquiroxy, alone. Cha sywilds enable,the, meader,ta 
observe the impact upon earnings attributable only to the 
acquisition. Finally earnings per share in accordance with 
the recommendations in the next part of this chapter should 


be disclosed. 


National Uniformity 


aie 5. We have adopted the acquisition equation not 
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only because of its authoritative source but because of 
our interest in “national uniformity. If the suggestion of 
the Woime Study 1= adopted by *the C.r.C .A. then -disclosure 
according to the equation will become the practice 


supported by members of the C.I.C.A. across Canada. 


Advantages to the Investor 
220 The information required to be disclosed will 
enable the investor among other things 
(a) to observe that his company may be diver- 
sifying through the acquisition, 
(b) to analyse how the acquisition has been 
financed and what has been acquired, 
(c) to see the method used to account for the 
acquisition and how the "purchased" 
goodwill will be treated, and 
(d) to observe the impact upon earnings 
attributable to the acquisition. 
9.21 The disclosures would be required as part of the 
material required of reporting companies in the timely 
amendment concerning acquisition. In order to have this 
information available to investors as soon as possible, 
we further recommend that the Director consider requiring 
this standard of disclosure in prospectuses through the 
exercise of his powers under the Act. In the case of 
reports other than prospectuses we support the suggestion 
of the Joint Study "...that Canadian corporations involved 
in business combinations voluntarily agree to the publication 
of the complete acquisition equation in the first: published 


: 169 
annual report after the transaction was eompleteds’: .c" 


Se Se ee 


L6OOe mids” at? p. “50% 
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This walls alksoslleadeetonconsndernataonsomnanendments: atom amt 


Xk Onaactine ede 


Disclosure of Earnings per. Share ian Earnings Statements 


Jeez It was noted earlier that acquisitions. tiay be 


financed by debt securities with some equity sweetener such 


: : L7L 
as conversion rights or warrants attached . The denom- 


inator in the earnings per share index when such securities 
are issued 1s the same before ’andsatitermthe acquisition: i 
earnings per share are reported simply on the basis of out- 
standing equity shares. The numerator on the other hand 
will increase by the amount of the earnings of the acquired 
company reduced by interest charges on the new securities. 
The earnings per share figure reported on this basis may be 
misleading because it reflects the acquired earnings but not 
necessarily all of the *costeof atheracquisitgon,{ ime.withe 
dilutive effect, Sinceythestinancingawas spaicetomiby 
securities convertible intorequidye 

O72 The Accounting and Auditing Research Committee 
of the Canadian Institute of Chartered Accountants published 


170 We have been made aware of a problem which exists when a 
company wishes to issue no par value shares as the con- 
sideration» im an acquisitionf which as toibelaccountede for 
AS a POOling, Of anterests.) tinder tsectdones 1 (2 or ihe 
Corporations Act the directors allot and issue the shares 
fox, the. consideration, fixed» by the, dinectous tacting: in 
goodetaithyand! inetheabestiuinterests.0f) theycompanya? «lf 
the directors can satisfy themselves am Gqoodwtawth that it 
is in thesbes tointerests sofedhescompanyator the acquisi= 
tion to be accounted as a pooling of interests then the 
consideration may be fixed at the book value of the 
property acquired. In erder for the: shares <toiibe allotted 
and; issued) as: fully: paid: thesdirectors, mustiu pursuant to 
section 31(4) in good faith determine by express resolu- 
tion that the acquired property is the fair equivalent of 
the consideration fixed. The fair equivalent will not 
normally be the book value of the acquired property but the 
market value. This problem may in part be remedied by in- 
SCELInNGsatelleastaequal tol) atters / transaction": dnethe 
second last line of section 31(4). The same problem is 
Faised in ithe. Reporti.otetheswount, Study neat ootmote at 
p- 40 of its Report. We have referred the matter to the 
Companies Branch. 


ivi See dascussion in para.) ti “supra. 
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an exposure draft in July of 1969 on the reporting of 
earnings per share. Comments have been received by that 
Committee upon the exposure draft and we are advised that 
a final draft has been approved by that Committee. We 
understand that it is to be published shortly as a 
recommendation of the Accounting and Auditing Research 
Commuseeeries 

9.24 We are of the view that it is desirable to require 
the reporting of earnings per share ingald-sfinancial tstate- 
ments which report earnings. Earnings per share reported 

on the basis of common shares outstanding should be supple- 
mented by a report which reflects the existence of 
securities which may be converted into common shares. The 
C.I.C.A. recommendation will require calculation and dis- 
closure of earnings per share both as basic earnings per 
share and as fully diluted earnings per share. We are 
content to recommend adoption of the C.I.C.A. formula. 

9.25 One criticism made to us on reporting earnings 
per share on a fully diluted basis was that such an index 
may be misleading, presumably because there may be shares 
outstanding with some equity feature which will never be 
converted or exercised. While this may be misleading we 
feel it will be equally misleading to only disclose basic 
earnings per share. In the latter case there may be 
securities with an equity right attached which has not 

been exercised but which could at any time be realistically 
exercised. The investor has the right to examine both. 

He can attribute to each the weight he considers appropriate 
in arriving at his investment decision. 


[7a Bike SSS, 2es 6). SK 
172 Canadian Institute of Chartered Accountants, Research 
Recommendations, Section 3500. 
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9.26 We accordingly recommend that where earnings per 
share are required to be disclosed undex the Act in financial 
statements that they should be disclosed in accordance with 
the requirements of the recommendation of the Accounting and 
Auditing Research Committee of the C.I.C.A. as published. 
Disclosure by Diversified Companies According to 

Classes of Business 

9 227 One of the major reasons for the trend towards 
more acquisitions has been management's desire to achieve 
diversification in business. Thus it has been fairly common 
for a small company carrying on one class of business to be 
absorbed by a large diversified company carrying on several 
classes of businesswiecthis absorption ofisingle-class 
businesses by multi-class businesses has resulted ina 
reduction in the information available to the investor. The 
large multi-class business may not prepare its financial 
statements: {tomafford disclosure according toxclasses «of 
business: nvit willl oxrdinara by consoladate ats statements 

with the result that the investor is unable to determine 

the contribution made to the whole by each class of business. 
The inability of investors to determine the contribution of 
each class of business and in many cases the efficiency of 
management in connection therewith has pointed to the 
desirability that class reporting be required. 

9.28 In July of 1969 the Securities and Exchange 
Commission adopted amendments to the registration forms under 
both the '33 and '34 Acts to require reporting by product line 
by certain companies! 73, In the words of the Release the 


following disclosure must be made: 


173 Securities Act Release No. 4988 and Securities Exchange 
Act Release’ Nowe6e50, Uuly 14, 1960". 
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i! Where a registrant and its subsidiaries 

are engaged in more than one line of business, the 
amendments require the disclosure for each of a 
maximum of «the:slast) five fiscal years: subsequent 
to December 31, 1966, of the approximate amount or 
percentage of total sales and operating revenue and 
of contribution to income before income taxes and 
extraordinary items attributable to each line of 
business which contributed, during either of the 
last two fiscal years a certain proportion to (1) 
the total of sales and revenue, or (2) income 
before income taxes and extraordinary items. For 
companies with total sales and revenues over $50 
milizon, the proportion. will be 10 percent; for 
smaller companies, 15 percent. Similar disclosure 
is also required with respect to any line of busi- 
ness which resulted in a loss of 10 percent or 
more (or 15 percent or more for smaller companies) 
of such income before deduction of losses. Where 
the percentage test as applied to both sales and 
earnings contributions results in more than ten 
lines of business, the disclosure may be limited 
to the tensmost. amportants Lines.) Where at is» not 
practicable to state the contribution to income 
before income taxes and extraordinary items for 
any line of business, the contribution to the 
results of operations most closely approaching 
such income is to be disclosed." 


9.29 This requirement still leaves undefined the con- 
cept of what constitutes a "line of business". Before 
attempting a definition it became necessary to decide who 
should define "line of business", the regulator or management. 
On this question the S.E.C. has adopted the recommendation 
contained in a study prepared for the Financial Executive 
Research Foundation, Financial Reporting by Diversified 
Companies sia This study recommends that "management, 
because of its familiarity with company structure, is in the 
most informed position to separate the company into realistic 
components for reporting nampeests The S.E.C. amplements 
this recommendation in the following words: 

">. in view of the numerous ways in which com- 

panies are organized to do business, the variety 

of products and services, the history of pre- 
174 R.K. Mautz, New York, 1968. 
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decessor and acquired companies, and the diversity 
of operating characteristics, such as’ markets; 
raw materials, manufacturing processes and com- 
petitive conditions, it is not deemed feasible 
or desirable to’ be more specific) in defining’ a 
line of business. Management, because of its 
familiarity with company structure, is in the 
most informed position to separate the company 
into components on a reasonable basis for 
reporting ‘purposes. Accordingly discretion! -is 
left to the management to devise a reporting 
pattern appropriate to the particular company's 
operations and responsive to its organizational 


concepts: 176 
9-30 In Canada no legal requirements for class report- 
ing have been implementeal’’ , However, the Federal Parliament 


has tabled amendments to the Canada Corporations Act 
initially in May of 1969 in Bill C-198 and more recently in 
October, 1969ian) Bri esaie which will implement a require- 
ment for reporting’ by'class of ‘business. “Section? 16’ of ‘Bill 
C-4 will add a new section 120A, the class reporting require- 
ment. This provision is taken from amendments to the U.K. 
Companies Act effected in 1967779. 

OFSL The reporting requirements of section 120A are 
triggered when a company carries on "businesses of two or 
nore ‘classeswthat,: inithe) opinionwot its Giwec tors) eidig fer 
substantially from each other." This approach is consistent 
with the S.E.C. approach in allowing Management to define 


class of business. Subsection 1 applies to a company without 


subsidiaries. Subsection 2 applies to a company which has 


176 Op. Git. <0otnote, 173. 


177 See an excellent discussion of current reporting re- 
quirements of diversified companies in "Financial 
Reporting by Diversified Companies - Part 1" by G. 
Mulcahy, Canadian Chartered Accountant, Oct. 1969 at 
p.286; Part 2 appears in the December 1969 issue of 
the same publication at p.444. 


LS Op. Crt. footnote 56: 


179 Op. crt. footnote 25; 
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one or more subsidiaries and which prepares its financial 
statements in consolidated form. 
9.32 The section will require by way of note to each 
financial statement a statement of 
"a) the proportions in which the amount of sales 

or gross revenue for that period, so far as 

stated in the financial statement in respect 

of that period, is divided among those classes 

of business; and 

b) as regards the business of each class, the 

extent or approximate extent (expressed in 

either case in monetary terms) to which, in 

the opinion of the directors, the carrying on 

ofethe business: ofethat classccontributed: to, 

Or restricted, the profit or Loss of the 

company for that period." 
95:33 The S.E.C. provides guidelines for the grouping 
of unimportant lines of business. Bill C-4 does not provide 
specific guidelines but apparently leaves such grouping to 
the discretion of management. According to the S.E.C. un- 
important lines are those lines which contribute less than 
10% by way of revenue or income if the company has more than 
$50 million in total sales or revenue; and for companies 
with less than $50 million in total sales and revenue such 
lines are those that contribute less than 15% by way of total 
revenue or income to the enterprise. 
9.34 The Committee has discussed the question of 
reporting by class of business with shareholders, investors, 
management representatives and analysts andes Satiscied: that 
information reported according to class of business by 
diversified companies would be meaningful for investment 
purposes. We accordingly recommend that reporting by class 
of business be required by the Commission upon a date con- 
sidered below. 


o355 Some of the diversified companies which discussed 


this question with the Committee indicated that they thought 


(131) 


that figures prepared on the basis of class of business might 
be misleading. This would be especially true for the net 
income figures because certain costs which are not easily 
attributed to different classes may have to be attributed in 
a rather arbitrary manner or reported separately. We have 
been advised that the Accounting and Auditing Research 
Committee of the C.I.C.A. has assumed responsibility for the 
matter. We recommend that before requiring the reporting of 
income by class of business the Commission should await the 
recommendations of the C.I.C.A. Committee. The Commission 
may then look for guidance to its Financial Advisory Board. 
9.36 As an interim measure we recommend that the 
Commission implement a requirement patterned upon proposed 
section 120A that gross revenues only be reported by class 
of business in all statements requiring the reporting of 

. gross revenue. Some provision should be made for grouping 
insignificant classes of business in this reporting require- 
ment. We recommend therefore that for companies with more 
than $25 million in total sales and revenue only those 
classes of business contributing 10% or more to the con- 
solidated gross revenue be reported and that for companies 
with total sales or assets of less than $25 million only 
those classes of business with 15% or more contribution to 


gross revenue be reported. 


RECOMMENDATIONS 
ee i 4 A summary of the recommendations follows: 
(1) The questions involving purchase method versus the 
pooling of interest concept of accounting should 
be left to. the accounting profession and, in particular, 
the study which may be anticipated by the Canadian 


Liste te com Charterea Accountants 
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(2) 


(3) 


(4) 


(5) 


(6) 


The problems of investor disclosure resulting from the 
use of either method can be resolved by requiring the 
information recommended in the Joint Study "Acquisition 
Equation" supplemented by additional facts (paras. 9.12 
to OSE7)) « 

Where the pooling method is used this disclosure should 
also include an earnings history for at least two years 
as though the companies had been pooled (para. 9.18). 
These recommendations will require amendments to Part 

XII and will be required of a reporting company in the 
continuous disclosure system through a timely amendment 
(parang. 22): 

Earnings per share should be reported both as basic 
earnings per share and as fully diluted earnings per 
share in accordance with the C.I.C.A. recommendation 
(para. 9.24). This can be adopted as a requirement under 
the present legislation as well as in the continuous 
reporting system. 

We recommend as an interim measure, pending the con- 
clusions of a study being instituted by the C.I.C.A. 
(para. 9.30) that diversified companies be required to 
report gross revenue only by Classesvori lines of business, 
the grouping being the responsibility of management, with 
companies having gross sales and revenues exceeding 
$25,000,000 reporting those classes or lines of business 
contributing 10% or more to their consolidated gross 
revenue, while those having $25,000,000 or Tess reporting 
on the basis of contributions of 15% or more to gross 


revenue « 
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CHAPTER X 


SUMMARY OF RECOMMENDATIONS 


Chapter IES Introduction 


In this chapter the concern is primarily with 


providing some background to the study. However there are a 


number of concepts, basic to securities regulation explained, 


on which much of this Report is premised: 


hs 


The purpose. of securities, legislation. 1S to 
afford some measure of protection to ahe 
investor so that he may invest with confidence, 
while taking into account the needs of the 
LSSUeCr OT Such scecur ities. 

Disclosure of current information about the 
issuer on a continuous and timely basis is one 
of the most important means of achieving this 
purpose. 

This disclosure has traditionally been made in 
a prospectus which is required whenever the 
issuer is selling its securities to investors 
who need the information in the prospectus in 
order to make an informed investment decision. 
Exemptions for the issuer from the requirement 
of a prospectus are available when the issuer 
sells its securities to persons who are able 
to protect themselves and who therefore do not 
need a prospectus in order to make an informed 
investment decision. 


The recommendations in the Report have been 


(134) 


developed with an awareness of the general 
lack of Liquidity in Canadian securities 
markets and with a view to improving the 
liquidity. 

6. The importance of national uniformity in 
securities legislation is recognized and 
every effort has been made and will be made 
to involve the other securities administrators 
in the development of the recommendations in 


the Report. 


Chapter IT: The Principle of Disclosure 


ee 


The trend in the disclosure requirements of our securities 
legislation has been to disclosure on a continuous and 
timely basis in order to better meet the needs of investors 
in our trading markets. It is recommended that the trend 
be completed with the implementation of a continuous dis- 
closure system. 
In order to enter the continuous disclosure system com- 
panies would file a standard prospectus with the Commission 
which would review the prospectus in the same manner as 
required by the existing legislation. Such companies would 
thereafter be known as "reporting companies". 
Reporting companies would be required to file two basic 
types Of yreponts:: 
(a) quarterly unaudited financial reports, 
and 
(b) amendments to the basic information 
reflecting material changes in the 
company would be required within 10 
days after the occurrence. 


The less formal disclosure required under the timely dis- 
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closure policies of the Commission and Exchange would con- 
tinue to provide timely information in the form ‘of press 
releases etc. The company's continuous file would be up- 
dated annually with the filing of a document reflecting 
the changes which occurred in the issuer's affairs during 
the year. These reports would not be reviewed by the 
Commission on a pre-filing basis. 

In circumstances ordinarily requiring a prospectus 
reporting companies would file with the Commission for 
review an offering circular. The offering circular would 
be a much simpler document than the! prospectus. 

Companies *whose'/Ssecurileres: are Listed’ or which gual rity 
their securities (whether debt or equity) for distribution 
in ‘Ontario or which are ‘subject -to Parts’ X “and XEP Of *the 
Securities Act will participate in the continuous dis- 
closure system. In addition, companies, the trading in 
whose securities is disclosed in the proposed trading in- 
formation system being established by the Investment 
Desalers Association; Will be "encouraged “to participate! in 
the continuous disclosure system. 

Provision will continue for an application to be made to 
the Commission for an order exempting a company from the 
continuous reporting requirements. 

The civil remedies of rescission and damages will apply to 
offering circulars. the regular’reports and timely amend- 
ments will be subject to the offense provisions in the 
Securities Act*and Criminal ‘offence provisions in) the 
Criminal Code. The Commission has in addition other 
techniques at its disposal, such as suspension of trading, 
to ensure that accurate information is being disclosed 


orn. ‘a "timely basis. 
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8. Quick dissemination of the information disclosed in the 
continuous disclosure system is fundamental to informed 
investment decisions. To effect the dissemination 
reliance must be placed upon the brokerage community, the 
financial news media and commercial reporting services. 

9. A clear distinction should be made between legislation 
aimed at protecting investors and legislation aimed at 
protecting Ea reer een Lhesformer asueeccurities; legis- 
lation sandisthe latter is company law. Legislation 
regulating the solicitation of proxies) as shareholder 
legislation and should be confined to the Corporations 
Act. Lesgislation regulating insider trading, take-over 
bids and continuous disclosure is investor legislation 
and should. be-confinedto thexSecurities Act. 

Chapter «fbi (Who sare sthe Public? 

The disclosuxe provisions: of) \the Securities Act 
turn on the concept,."primaxy, distribution.to ithe public". 
Disclosure is required in the form of a prospectus when 
securities are traded in the course of a primary distribution 
to the public. Several revisions to this concept have been 
recommended: 

1. Peimaryudistrtibutiony to: :the;publiacesheuld. be 
replaced by the concept of a "distribution". 
Since the proposed regulatory scheme is all- 
inclusive with the residual discretion vested 
in the Commission the word "public" can be 
removed from the Securities Act.» Asdis- 
tribution will require offering circular 
disclosure by reporting companies and 
prospectus disclosure by non-reporting 


companies. 
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2. Exemptions to this disclosure requirement will 


bevicodifredminisect ton s5e (hyp oihethe cAct. 


In 


cases appropriate for an exemption but not within 


the specific terms of an exemption, application 


CanvubernacdemundernJairevisedysectionn 59 for ran 


exempting order. 


3. Resale of securities issued under an exemption 


will be deemed to be a distribution (and subject 


to the disclosure requirements) unless three 


standard conditions are met: 


(a )erthes Pesuer ofrthemsecur ities under pthe 


exemption files a timely amendment to its 


continuous disclosure file reflecting the 


facts of the exempt issue; 


(b)... the, person, taking {the+secums ties “under the 


exemption holds the securities for a period 


ofvat least (28 days; and 


(ce suchuperson) doesmnot suse "seltangyetionis 


inorder: to meses themsecuritiesi. 


4. Further exemptions from the disclosure requirements 


can be legislated as they become apparent 
Commission in its hearing of applications 
section 59. 
Chapter IV: Control Persons 
Sales of securities in a company by 
in a,positiomtoumaterialiy agtectycontrolvorethe 
are included in the present definition of primary 


to the, public. and ‘are anceluded «in ‘the meplacenent 


COmtmMe 


under 


a person 
company 
Gkcstare bie vom 


for primary 


distxributdion,to, thespublicsw idistributzonl, sSomenchanges,are 
suggested: 
1. In order that a person holding shares in a company 
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prospectus 


chasers or 


will know with greater certainty whether he 
materially affects the control of the company, 
branch? sofvtherderfinitaionvof distribution 
should be amended to provide that any person, 
company or combination thereof holding more 
than 20% of the equity shares of a company 
(the standard for control in the take-over bid 
provisions) shall be deemed, in the absence of 
evidence to the contrary, to materially affect 
controleor the: company’. 

A broad exemption from the offering circular 
disclosure requirements for sales of securities 
by control persons should be available if (a) 
the, issuer of the securities is a‘reporting 
company, (b) 28 days have elapsed since the 
disclosure, of; the: control position;,; (c)»the 
sales are not accompanied by special selling 
efforts (as defined) and (d) the control person 
reports all sales within three days thereof in 
public insider trading reports. 

Sales by control persons not meeting these 
conditions or for which another exemption is 
unavailable must be accompanied by an offering 
circular i(jor praspectusiif themissuer as “not);2 


reporting company). 


Chapter Wee Exempt Purchasers and Private Placements 


Companies can raise funds privately, i.e. 


the disclosure made in connection with the use of these 
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without 


disclosure if securities are issued to exempt pur- 
if the issue of securities is a private placement. 


Changes are suggested in the use of these exemptions and in 


exemptions. 


a Ee 


Exempt purchasers should be subject to the same 
requirements as purchasers in private placements 
except for the stipulated minimum amount of 
purchase in private placements. Exempt purchasers 
must therefore purchase with an investment intent. 
The exemption in section 58 from the disclosure 
requirements should be available only when exempt 
purchasers or purchasers in private placements 
purchase as principal although trust companies 
should be able to make investments on behalf of 
fully managed accounts. 

The status of exempt purchaser will be renewed 
annually by the filing of a return reporting the 
use ‘to which the’ Gtatus’ was’ put. 

The exempt purchaser and private placement exemp- 
tions will only be available to issuers which are 
reporting companies which will be required to 

file a timely amendment to the continuous dis- 
closure file describing the exempt issue (other 
than the identity of the purchasers). In addition 
each purchaser must file for the private use of 
the Commission, a copy of the existing Form 8 
report at the time of the’ purchase and within 10 
days of any resale a report with particulars of 
the resale. 

Resale by the purchasers under the exemptions 
without an offering circular will be possible 

if 28 days have elapsed since the disclosure of 
the purchase through a timely amendment and if 


the resale is not accompanied by special selling 
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efforts. Furthermore purchasers under either of 

the exemptions pest purchase with an investment 

intent. Quick resale by the purchaser might 

result in the purchaser being treated as an 

underwriter. The Commission will be able to 

maintain surveillance over the use of the 

exemptions through the reports required of 

purchasers under the exemptions. 
Chapter VI: Business Combinations 

Like the securities issued to exempt purchasers 

or under the private placement exemption, securities issued 
in business combinations are often issued under an exemption 
from prospectus disclosure. These securities should not find 
a way into the general trading markets until the fact of their 
issue is disclosed. The terms of the exemptions should also 
be clarified: 

1% * Thésregilation oOfwiradinguin® thetsecurities ina 
business combination effected through a share 
exchange is uncertain. A special exemption for 
trading in shares in a share exchange acquisition 
from prospectus or offering circular disclosure 
should be provided if there are less than fifteen 
shareholders selling their shares or if the selling 
shareholders are selling all of their shares in 
a private company. The selling shareholders in 
such acquisitions are generally able to protect 
themselves and do not need regulated disclosure. 

2, elfrassetsxof iatcompanyy instead ‘of «thei shares 
in the company, are being acquired for securities, 
issue of the latter should be exempt from prospectus 


or offering circular disclosure if the fair value 
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of the assets being sold by the company is 
greater than $100,000. The selling company 
will generally not need prospectus or offering 
circular, protection.» “ihe gitssteso fesccuritves 
by mining companies to acquire mining claims 
should also be exempt. 

Resale of securities issued in the above 
acquisitions without a prospectus or offering 
circular will be possible only if the issuer 

of the securities is a reporting company, 28 
days have elapsed since the filing of a timely 
amendment describing the issue of the securities 
under the exemption and the vendors of the 
securities do not use special selling efforts to 
effect the resales. 

In addition to the exemptions described above 
section 19¢b)O.«ds> incorporated “inasectienrss 
provides an exemption for certain forms of 
combination generally regulated by corporation 
law. The terms of this exemption should be 
clarified so that trading in connection with 
such combinations can be done free of a pros- 
pec tus), on offeringeciznoulare <Ihesé tare a 
statutory amalgamation or arrangement, or any 
statutory procedure under which one company 
acquires assets of another which loses its 
existence or under which existing companies 
merge into a new company. The relevant 
corporation law should provide for the needs 

of the shareholder. However to ensure adequate 


disclosure to investors generally of the issue 
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of securities in connection with such acquisitions 
resale will be regulated in the same manner as 


in«3 above. 


Chapter VEL :! shake-=over Bids 


if 


Share exchanges which are not take-over bids, i.e. exempt 
Or private offers, should be defined in the same terms as 
the exemptions from the offering circular or prospectus 
discussed in the previous chapter. Accordingly, such offers 
will include offers to shareholders in a private company 
and offers by way of private agreement resulting in not 
more than fifteen private agreements. 

The exemption from the definition of take-over bid for 
offers effected through the market should remain. However, 
disclosure will be required in connection with such offers: 
a person who obtains 20% of the outstanding equity shares 
through market purchases will be required to disclose this 
fact in an insider trading report which must be filed 
wathine Sedays.ofireaching 20%; « aneaddi tion’) whenever a 
person increases his holdings by 5% through market pur- 
chases he will be required to report this fact ina 
similar fashion. Ownership in this context will exist 
when the purchase order is filled. 

An offeror making a take-over bid who intends to purchase in 
the market must disclose this in his take-over bid 
circular and file reports in respect of such purchases in 
the manner discussed in 2 above. In addition if the offer 
is for less than all the outstanding equity shares, the 
offeror will not be able to reduce the number of shares 
required to be taken up under the terms of the take-over 
bid by those shares purchased in the market. 


Orders declaring a proposed take-over bid to be an exempt 
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10% 


Li 


weese should be granted by the Commission rather 

than a judge of the High Court. 

Take-over bid) circulars shouldmot be subject toppre- 
filing review by the Commission but the circular should 
be approved, signed and certified as is a prospectus 

and when sent to the Commission should be accompanied 

by a cross reference sheet. The civil remedies of 
rescission and damages should also apply. 

Where the right of appraisal or acquisition exists the 
offeree should be advised in the take-over circular of 
his’ rights and therorferox should advise the or ferce 
where he intends exercising any right he may have. 

Where the terms of an offer are amended while a bid 

is outstanding, the offerees should have seven days from 
the date of the amendment to withdraw their shares. 
Conditions in take-over bids should be prohibited with 
the exception that the offeror can withdraw on the 
failure of the offerees to deposit the minimum number of 
shares the offeror is willing to accept. 

Offers open to less than all classes of equity shares 
should be regulated in the same manner as offers for less 
than the shares of one class of equity shares. 

The only public communication by a director or the 
directors of an offeree company short of a directors' 
circular which should be permitted is that the board is 
studying the offer and is preparing a directors' circular 
and until the circular is distributed recommends that the 
offeree shareholders defer depositing. 

Although directors' circulars should continue not to be 
mandatory, a particular director of the offeree company 


may make a recommendation concerning the bid if he also 
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provides the disclosures required in directors' circulars. 
12. Where the take-over bid is for cash and is for less than 
all of the outstanding equity shares the identity of the 
bidder should be disclosed. 
13h Wt tne wc ts for all of, the. shares of a class, av the 
expiration of 35 days from the date of making the offer 
the offeror should be required to take up all the shares 
deposited or abandon his offer. 
Chapter VIII: Exemptions Generally 
The exemptions from the prospectus other than 
those reviewed in Chapters V and VI were reviewed here to 
analyse them in light of the needs of the investor and to fit 
them into the continuous disclosure system. 

1. The exemption for a trade to an underwriter should 
be continued but resale without an offering circular 
or prospectus should be prohibited. 

2. The issue of securities by a company to its own 
security holders should be exempted as in section 
19(1)8 but resale should be prohibited in the case 
of a reporting company until 28 days have elapsed 
from the filing of a timely amendment describing the 
issue, and prohibited in the case of a non-reporting 
company without a prospectus. Similar treatment 
should be accorded the exemption for issues of 
securities to employees of the issuer. 

3. A new exemption should be drafted for the issue OL 
securities to promoters of the issuer based upon the 
definition of promoter in the Act. The standard 
restrictions upon resale would apply to such securities. 

4. The exemption in section 58(2) from the prospectus 


should continue for the securities in section 19(2). 
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Chapter sIX: "Accounting wor-and Disclosure in 
Business Combinations and Acquisitions 


This chapter is concerned with improving the 
information which is disclosed to investors in connection 
with business acquisitions. 

1. Rules concerning the use of the two methods of 
accounting for acquisitions, the pooling of interests 
and purchase methods, should be left to the accounting 
profession for formulation... Such rules can be 
anticipated from the Canadian Institute of Chartered 
Accountants on the basis of the recent study Business 
Combinations in the '60s: A Canadian Profile. 

2. The problems of investor disclosure resulting from 
the use of the two methods of accounting for business 
acquisitions can be resolved by requiring disclosure 
based upon the "Acquisition Equation" designed in 
that study. The Equation will be supplemented with 
additional facts such as an earnings history for two 
years for pooled companies as though they had been 
pooled during the two years. 

3. This disclosure will be required in the timely amend- 
ment to the continuous disclosure £ile of a reporting 
company when such a company makes an acquisition. 

4. Disclosure of both basic earnings per share and fully 
diluted earnings per share in accordance with the 
recommendation of the C.I.C.A. Accounting and Auditing 
Research Committee should be required in statements 
of earnings required under the existing legislation 
and in the continuous reporting system. 

5. Pending the conclusions of a study being undertaken 


by the C.1I:C.A., diversified companies should pe 
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required to report gross revenues by class of business. 
The determination of what constitutes a class of business 
is the responsibility of management. A test is suggested 


for determining the important classes of business. 
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APPENDIX ITI 


July 23, 1969 
ONTARIO SECURITIES COMMISSION MERGER STUDY 


In the weeks which have passed since the Merger Study was 
constituted some of the issues to be studied have been more 
specifically defined. This has come about from comments 
received from many of those solicited and from independent 
research. The following is an expanded form of our preliminary 
list of topics which sets out some of the issues before the 
Study in greater detail. It is being circulated to those 
persons who received an initial request for comments from the 
Merger Study and have indicated their intention of replying 
some time in the future as well as to those persons who have 
already made some suggestions to the Merger Study, many of 
which have been incorporated herein. The following list will 
serve as a reminder to those who have yet to submit their 
comments to the Study as well as a means of placing before 
those wishing to make comments a more specific list of the 
issues which the Merger Study will consider. 


TERMS OF REFERENCE 


"In the light of present practices and con- 
ditions, to review and report upon existing 
legislation, regulations and policy relating 
to consolidations, amalgamations, mergers, 
re-organizations, take-overs, private place- 
ments and exempt purchasers, and related sub- 
jects, and generally to recommend what, if 
any, changes in the law appear desirable.” 


EXPANDED LIST OF TOPICS 
1. Definitions (Ontario Securities Act) 
(a) "Primary Distribution to the Public” - section E(ty16 


- should the existing definition and any decisions 
interpreting it be changed in any respect what- 
soever 


- should some objective standards be adopted for 
determining whether a particular distribution is 
to the "public’’ - such standards might relate to: 


(i) the number of offerees 
(ii) the relationship of the offerees to 
the issuer 
(iii) previous association between offeror and 
offeree, i.e. close personal friendship, 
business association, custom or habit of 
trading in securities 
(iv) the sophistication of the offerees 
(v) the number of solicitations by the offeror 
(vi) the dollar amount of securities being 
issued 
(vii) the amount of information about the issuer 
publicly available and the currency of 
such information 
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- should some objective standards be adopted for 
determining whether securities form part of a 
block materially affecting control - such standards 
might relate to: 


(i) the percentage relationship between the 
block and total outstanding securities 


(iter the Telatzonshaip- of otheholder: tothe 
issuer or to directors*or senior 
OTrrTicers OL the issuer 


- should some objective standards be adopted per- 
mitting securities which form part of a control 
block to be sold without qualifying a prospectus 
after a minimum holding period - in certain per- 
centage amounts - should there be a requirement 
that such sales be reported separately. 


"'Rxempt Purchasers" - section 19(1)3 


- should the entire exemption in this clause be 
abandoned altogether (with or without the private 
placement exemption discussed below left as is) 


- the exemption might be retained only for pur- 
chasers recognized by the Commission as "exempt 
purchasers” or only for the specific institutions 
named in the clause 


- should an investment intent be required of 
exempt purchasers 


- should parties using this exemption be required 
to report all purchases and any subsequent sales 


- should a minimum statutory holding period be 
applied to all purchases made pursuant to this 
exemption - a provision might be made for resale 
of certain percentage amounts after a minimum 
statutory holding period 


"Private Placement” - section 19(3) 


- should the investment intent requirement be 
replaced by a minimum statutory holding period 
after which resales of privately placed securities 
could be made - should a limit be placed upon the 
number of persons to whom resales could be made 


- should resales of privately placed securities be 
governed by a set of objective rules permitting 
resales of securities of companies who have kept 
the public well informed with continuous regular 
and timely disclosure but forbidding resales in 
the absence of such disclosure 


-~ should Form 8 requiring the reporting of private 
placements to the OSC by the vendor be changed to 
require reporting by the purchaser of. privat ely 
placed securities of such purchases and any sub- 
sequent resales 
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(d) "Take-over Bid Definitions" - section 80 


- do the exemptions from the definition of take-over 
bid, e.g. an offer to purchase) shares toubemeffected 
through the facilities of a stock exchange or in 
the over-the-counter market, lead to many abuses 
which could be remedied by requiring such exempt 
offers to be subject to the disclosure requirements 
of Part IX of the Securities Act, or to some other 
disclosure requirement. 


- the definition of take-over bid now applies to 
offers which will give the offeror more than 20% 
of the outstanding equity shares of a company - 
should this limit of 20% be altered 


II. Exemptions from Registration and Filing 


- section 19(1)9 exempts a trade in a security of a com- 
pany that is exchanged by such company with another 
company or the holders of the securities of another 
company in connection with a consolidation, amalgamation, 
merger or re-organization - has this exemption from 
registration and filing been used by the legal profession 
in advising on the application of the Securities Act to 
mergers, etc. - in what circumstances 


- does this exemption have any basis in policy for per- 
mitting the avoidance of registration and filing 
requirements 


- if not, should it be repealed so that, for example, in 
an assets purchase the shareholders of the acquiree 
company would be provided with some form of disclosure 
concerning the affairs of the acquiror company 


LIL. Disclosire 


- should the Securities Act and its administration place 
more emphasis on expanded disclosure about a company's 
operations on a continuous regular and timely basis 


- if greater emphasis should be placed on continuous 
reporting, at what intervals or times should reports 
be required, e.g. quarterly 


- should the Securities Act and its administration place 
more emphasis on information about the distribution of 
or market in a company's securities 


- should the present or an expanded proxy information 
circular be filed with the OSC for approval before 
being sent to shareholders 


- should the information circular which accompanies a 
proxy solicitation be expanded to require more infor- 
mation to shareholders in the event that management 
is seeking shareholder approval of matters relating 
to a merger or acquisition 


- in connection with a continuous reporting system, 
should a timely disclosure policy be legislated which 
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would require a company to disclose to its shareholders 
Significant acquisitions or dispositions - if so, when 
should the disclosure be made, e.g. on the day when 
information relating to such eventuality is no longer 
confined to senior management of either or both com- 
panies involved, or upon the signing of a letter of 
intent between the parties to the acquisition or dis- 
position, or upon the signing of a formal agreement 
between the parties to the acquisition or disposition, 
or on the day of closing of the transaction 


- has the business community developed its own code of 
timely disclosure of material information to share- 
holders which affords sufficient protection to such 
shareholders to make more specific regulation by the 
OSC unnecessary 


- should statutory civil liability provisions similar to 
those imposed on persons certifying the prospectus be 
placed on persons responsible for annual and semi- 
annual reports, proxy information circulars and timely 
disclosure releases 


LV....tlake-over. Bids) — Part.1X 


-funder Part IX as. it«currently..exists,a badder, must 
simply deposit a take-over bid circular with the OSC 
at the time it is distributed to shareholders of the 
offeree company 


- should the legislation be amended to require the OSC to 
review the take-over bid circular as it does with 
prospectuses filed prior to a primary distribution to 
the public 


- should some form of "early notice" be legislated into 
the take-over provisions of the Securities Act which 
would require any person who has acquired over a 
defined period of time a certain percentage of the 
shares of a public company, e.g. 5% or 10%, to disclose 
to the company more information and on a more timely 
basis than is required by the present insider trading 
provisions of the Securities Act - if so, should this 
information include the identity of the acquiror and 
his plans to acquire control and to merge the company 
with the acquiror or any other associated company 


- should a prohibition against trading by a take-over 
bidder in shares of the offeree company other than 
pursuant to the terms of the bid be legislated into 
the Securities Act 


- should there be liability provisions for trading on the 
basis of inside information by insiders of an offeror 
in shares of the offeree and by insiders of an offeree 
in shares of the offeror 


- under Part IX of the Securities Act it is open to the 
directors of the offeree company to distribute a 
directors' circular to shareholders of such company 
recommending acceptance or rejection of the take-over 
bid - should a requirement be legislated into Part IX 
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that some designated official of the offeree company be 
required to distribute a circular to shareholders of 
the offeree company, in the absence of a directors' 
circular, which would, for example, inform the share- 
holders of the offeree company of the operations of the 
offeree company, the time at which the offeree company 
first became aware of the take-over bid, trading by 
officials of the offeree company in the shares of the 
offeree company, and the interest of the officials of 
the offeree company in the offeror company 


- should the identity of a take-over bidder who proposes 
to pay for the securities tendered in cash be disclosed 
in the take-over bid circular 


- should the take-over bid circular disclose’ to the share- 
holders of the offeree company the plans of the offeror 
company for the offeree company 


~ SHOULA Statutory? Civele abi Lity -provirsions-Ssimitar to 
those imposed on persons certifying the prospectus be 
placed on persons responsible for the take-over bid 
errcular and “directors "circular 


- should a person paying a premium above present market price 
to’ the holders of sufficient shares to gain effective 
control of a company be required to pay the same premium 


or some compensation to minority shareholders - if so, 
how should the premium be dispersed among minority 
shareholders 


V. Accounting for Acquisitions 


- should there be reporting by a multi-industry company 
of sales" and profits by“divisionsy classes "or "product 
lines" after an acquisition - how should the divisions 
be determined 


- should a statement of earnings per share be included in 
the annual and interim statements (see recent C.I.C.A. 
proposal) - should earnings per share be reported on a 
ful LYYwidplwted? basis ,(4.Je% ‘ast aval le conver tible 
securities, warrants and options had been exercised) as 
well as on an undiluted basis 


- should a prohibition or some restriction be imposed 
upon the use of the pooling of interest method of 
accounting for business combinations 


- should goodwill be written off to retained earnings on 
acquisition, amortized to income or retained earnings, 
or carried forward indefinitely unless there is 
evidence of limited life 
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APPENDIX IV 


ECONOMIC BACKGROUND TO MERGERS AND ACQUISITIONS 


Historical Background 

Mergers and acquisitions? have always been an 
iitedral part Of economic activity. They occur in in- 
creased numbers in times of economic prosperity and the 
wave recedes when the economy has lost its vibrancy. 

To gain an understanding of the current wave 
of corporate mergers, we must look at the business, social 
and political environment in which these flourish. 

In the United States of America the underlying 
factors in the first mercer wave at the turn of the century 
were: the rapidly growing demand for mass-produced goods 
which destroyed local monopolies and markets, creating 
companies which became national in scope; expansion of 
cheap transportation facilities; technological advances 
of that period demanding large capital outlays. During 
this period a large number of companies in the basic 
industries were brought together through horizontal and 


vertical mergers. In 1890 the Sherman Act was passed to 


Il The term "merger" is used to describe a union of two 
previously separate firms through the acquisition by one 
of them of the whole or part of the assets or voting 
shares of the other; or the union of two or more firms 
through share exchange. The term"acquisition" describes 
a situation where one firm, maintaining its own identity, 
acquires other firms which may or may not lose their 
identity. The Take-over of Canadian Firms, 1945-61, An 
Empirical Analysis, by Grant L. Reuber and Frank Roseman, 
Special Study No. 10, Economic Council of. .Canada.,.«the 
Queen 's..Printer.<1969, p.~ill« 
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prevent further concentration of large economic units. In 
Spite ‘of thismAct) mergervactivity continued te rise to a 
peak in 1899. After 1904 the American public began to 
demand a breakdown of trusts, and business itself was calling 
for a temporary halt in economic concentration. Time was 
needed by business to digest what already had been absorbed 
and also to gather strength for the coming storm, the severe 
economic recession of 1907. The Clayton Act was passed in 
1914 in an attempt to supplement effective anti-trust 
enforcement with a scheme by which certain business practices 
likely to promote monopoly might be dealt with in their 
incippency;satcai stage ecarky enough to ~prevent the emergence 
of the monopoly” 

A favourable climate for a second wave of mergers 


was created by Post-World War I optimism. By 1926 a number 


of new industries had reached economic maturity: motion 
pictures, automobiles, public utilities. These industries 
were anxious to re-organize or merge. Acquiring companies 


took advantage of the rising securities market and were 
using newly issued securities in exchange for shares of 
acquired companies. During the depression years mergers 
continued to take place but at a significantly reduced rate. 
Large companies were absorbing small enterprises which 
found themselves in serious financial difficulties. 

Since the end of World War II, the merger movement 
has continued upward without significant interruption. 
The United States Federal Trade Commission recorded the 


following number of mergers: 


2 Interim Report on Economic Policy, Economic Council of 
Canada, Ottawa; July 1969, Queen's Printer, p.35. 
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Trade and 


Manufacturing and Mining Services 
Nt Mergers Mexgers 


Total Assets 
of Firms 


Acquired 
Millions 
NOW OF of Y Nor. 7. 

Year Meade rs Hiudex Dollar si Index Mergers Index 
1955 683 £90 2325 100 L63 100 
1956 GPS 99 aie 17 98 2356 145 
1957 585 86 L963 70 L52 93 
1958 589 86 1,435 51 195 119 
1959 835 L22 2,642 94 229 140 
1960 844 124 2,20 82 250 153 
1961 954 140 2,630 93 475 291 
1962 853 L125 2,990 106 471 289 
1963 891 126 3,947 140 344 2 EE 
1964 854 125 BSLG7O 130 454 278 
1965 1,008 158 4,914 174 503 309 
1966 995 146 5,416 191 411 252 
1967 1,496 219 LO JoES 3833 542 832 
1968 2,442 358 5 2200 535 1,148 704 


Source: Staff Report of the Federal Trade Commission: 
Economic Report on Corporate Mergers, Washing- 
ton,1969, pp. 667 and 679. 

The present merger policy of the U.S. Government 
stems from the 1950 Celler-Kefauver amendment to the Clayton 
Act, extending the restrictions to merge from horizontal to 
non-horizontal mergers, i.e. when a merger would result in 
substantial lessening of competition or create a monopoly. 
This was designed primarily to protect small independent 
enterprises from hostile take-overs by larger competitors. 

The strong anti-trust government feeling supported 


by anti-trust legislation restricting horizontal and vertical 
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mergens, .coupled,.wi-th, otherrecconomicet orcesis-) Ledyto athe 
spectacular growth of multi-product and multi-market companies 
in «the UsS.A. which until 968 had mot been «subject rto the 
anti-trust legislation. However, the accelerating rate of 
merger activity in 1969 led the Department of Justice to issue 
Merger Evdalnaa restraining conglomerate mergers as well. 

Europe was relatively free of anti-trust regulations 
enabling cartels to flourish in the pre-World War II period. 
Irn sBiritainp after the was) DhegRestvictive Trade Practices 
Court was established in 1956. A decade later The Monopolies 
and Merger Act of 1965 introduced the principle that certain 
mergers should be liable to examination and, in the light of 
thetpublie@wsinterest, elther permutted, prohibbted, or if 
already consummated, dissolved. In recognition of the 
positive aspects of mergers, the British Government passed 
The <Industrial Re-organization Corporation Actin 1966. Two 
years later The Industrial Expansion Act implemented a 
positive policy towards mergers), \with the result) that mergers 
and acquisitions followed the more natural course in contrast 
to the exploratory ways which lead to the formation of large 
economic <Uunats: um The, U.S.A. 

Canada,'.s.proximity sto they UsSuleaiy On,one hand... and 
Ltsuyc lose,,economic;,, cultural vand,.political ties. with the U.K. 
on the other, plus, its: own, economic, structure, carved out a 
unique Canadian approach to combines, competition and mergers. 

Canadian anti-combines policy has been framed in 
terms of criminal law, first enacted in 1889, prohibiting 


conspairacieswand combinations sim awestraint, of «trade .j « The 


3 Studies by the Staff of the Cabinet Committee on Price 
Stability, Study Paper Number 4, available at the 
Superintendent of Documents, U.S. Government Printing 
Orrice, Washingron, D.C.” 20402. 
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first Combines Investigation Act was passed in 1910 setting 
up machinery for investigation of alleged offences under the 
original Act. This Act was amended in 1952. In 1961 further 
amendments were introduced into the Act, mainly referring to 
its administration. However, it must be stressed that this 
Rew, fup to the’ present,” has “been mainly thought-of as a 
deterrent to price fixing and not as anti-merger legislation. 

While comprehensive statistics on merger movement 
in the United States have been made available by the Federal 
Trade Commission, daily financial press and quarterly by 
W.T. Grimm & Co., in Canada there has not been available a 
similar record of business combinations. Although individual 
mergers received extensive coverage in the daily and 
financial press, a number of acquisitions of private com- 
panies by domestic or foreign corporations have not been 
recorded or publicized. The most comprehensive record and 
analysis of business combinations in Canada is contained 
in the Study entitled The Take-over of Canadian Firms. 
1945-61. 

The Annual Report of the Director of Investigation 
and Research of the Combines Investigation Act gives the 


number of business combinations for the period 1962 - 1968: 
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A’ CuO Ue sSeel FEvAd Op IN s(1) 


Year Total Index Roreiad | Index penestie co! Index 
1955 134 100 56 100 78 100 
1956 135 LOO 54 97 81 104 
1957 103 Vi 35 62 68 87 
1958 140 104 60 LO? 80 102 
1959 188 140 66 Lis 120 154 
1960 203 1L5i 93 166 110 141 
1961 238 LTT 86 154 148 190 
1962 186 139 67 120 119 153 
1963 £33 100 37 66 96 123 
1964 196 146 76 136 120 154 
1965 229 170 70 125 159 204 
1966 228 169 86 153 141 181 
1967 246 184 85 152 161 206 
1968/4) 389 290 19 284 230 295 


(1) Figures for years 1955 to 1961 from Reuber-Roseman 
Study, p.32, and tigures tor years 1962 To 19608 from 
Report of Director of Investigation and Research 
Combines Investigation Act. 


(2) Acquisitions involving a foreign-owned or controlled 
acquiring company. 


(3) Acquisitions involving a Canadian-owned acquiring 
company. 


(4) Preliminary figures. 


Economic Climate of the '60's 

To understand the increased merger activity of the 
1960's, it is necessary to establish the economic setting. 
Dramatic economic growth has been characteristic of the 


1960's. The GNP climbed steadily from $37 billion in 1960 
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to the estimated $79 billion at the end of the deperie The 
population of 17,870,000 in 1960 passed the 21 million 

mark in mid 1959. Per capita income increased from $2,031 

in 1960 to $3,248 in 1968. Index of industrial production 
(1961 - 100) climbed from 96 in 1960 to 166 in 1969. However 
thesproduction’ index tells only:part,of the, story. »The’ most 
dramatic development in the 1960's has been the accelerated 
rate of téechnotogical) changes: not, only: in industrial 
production, but in the field of communication and in services 
which have required large capital outlays. 

In the 1960's Canadians spent $332 billion on 
consumer goods and services and the gross fixed capital 
formation by business during the decade amounted to $100 
billion, out of which $40 billion was spent on new 
machinery and equipment. There has been not only an im- 
pressive increase in production of goods and services, but 
perhaps even more important, an uneven growth in the 
different sectors of the economy and significant shifts in 
production. Automation, introduction of new products, new 
synthetic materials, new production and merchandising 
methods demanding large additional capital outlays have in- 
creased the strain on management to meet the needs of today 


and prepare for an even more rapidly changing tomorrow. 


Forces for Business Combinations 

Need for innovation, capital, market expansion and 
cost sharing were the forces which drew enterprises together. 
Accelerated rate of change resulted in accelerated rate of 


merging interests. 


4 Source DBS Daily - November 21, 1969: Gross National 
Product, Third Quarter 1969 - Advance Information: GNP 
of $78.7 billion, seasonally adjusted at annual rates. 
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The acceptance of sustained economic growth as an 
important objective for the economy required individual 
companies to review their ability to become aligned with the 
forces and trends underlying economic growth patterns. Some 
companies came to the realization that they themselves passed 
the period of vigorous innovation and expansion. They were 
still engaged in profitable, but now mature industries, with 
growth prospects below the economy's set standards. Cash 
flow was good but re-investment was unnecessary or undesirable. 
Such companies had the option to distribute the cash in the 
form of dividends or to seek outlets for their accumulated 
cash in new ventures or emerging companies as a means of 
widening their base of operations and so strive for growth. 

At the same time, the 1960's provided a 
favourable economic climate for new companies to emerge and 
expand with the newly created and expanding markets for their 
products. Electronics and plastics are cases in points 
However limited access to additional capital often frustrated 
small companies in their desire to further expand their 
operations. 

The size of the Canadian markets sometimes pre- 
cluded companies with limited product lines from achieving 
sufficient size to warrant application of some of the more 
advanced and sophisticated management and operational methods 
(computers, communication, accounting and cost accounting 
methods) and to compete successfully with foreign companies. 
There was also the desire to build operational and financial 
strength on a wider basis, less vulnerable to cyclical and 
one-product company malaise. 

The restricted access to capital by small companies 


and the expected benefits derived from economics of scale 
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encouraged companies to pool resources. 

Larger economic units have provided the needed 
challenge and expanding opportunities to new dynamic 
managerial groups. The specialized "taleat bank" composed 
of financial, legal and industrial consultants promised 
dynamic internal growth and a "cross-fertilization" process 
to arrive at the optimum use of all corporate resources: 
cash, securities, borrowing power, real estate, capital 


mobility, legal and managerial advice. 


Financing Acquisitions 

Funds generated internally, however, were not 
satisfying the companies' demands for contemplated external 
or internal expansion. Corporations were turning to outside 
sources of funds with increasing frequency and found recep- 
tive investors. In the expansionary economy of the 1960's, 
Canadians have kept a relatively steady rate of savings, 
above the average of most other countries. While in the 
1950's Canadians were saving at a high rate through pur- 
chases of insurance policies and buying fixed income 
securities, to a large extent in the 1960's they started to 
look for other investment alternatives in order to plan for 
their financial future. With the realization that the pur- 
chasing power of the Canadian dollar was slowly being eroded 
from S1,00 ian 1961 to $0.78 in 1969,. investors started to 
look for a hedge against inflation. Mutual funds have 
offered to an increasing number of people the desired 
alternative: to share, through investment in such funds, in 
the country's economic growth. Annual sales of mutual fund 
shares quadrupled between 1962 and 1968 and the net cash 
received over the seven-year period totalled $1.7 billion. 


The total net assets of the open-end funds grew from $941 
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million in.1960. to $3,463 million in LOG oedOthex institu- 


tional investors, disenchanted with the bond market were 

also prepared to invest an increasing portion of their assets 
in equities and so to counteract the increasing competition 
from mutual funds, which started seriously to cut into the 


Savings " 


pie". 

The continuous prosperity encouraged an 
accumulation,of funds eingethe hands of sans titutzonal ymmves tors: 
The equity market became a sellers' market. Institutional 
and individual investors were looking for more new issues. 
Private placements of convertible debentures or equities were 
becoming increasingly attractive to the institutional in- 
vestors and the companies seeking new funds. 

The prolonged prosperity allowed many small 
private enterprises to start, flourish and grow. However, 
many of these reached the point where funds for further steps 
in their expansion had to come from sources other than bank 
loans, mortgage money and accumulated profits. The alter- 
native was to go 10. the public for funds. through. a.public 
offering or to merge with another enterprise which had 
access to the money markets... Ihe expense of public offerings 
for many prosperous small companies was out of the question. 
Private financing or merger was for many the only avenue 
leading, to the realization of planned expansion... Prosperity, 


and increased merger activity made a perfect combination. 


investor Imivecesit sim Acquisition-Minded Companies 


The investors were attracted to companies which 


were searching for new and more imaginative ways to expand 


5 Report of the Canadian Committee on Mutual Funds and 
investment Contracts. PYrovincaal and Federal Study, £900, 
Ottawa, Queen's Printer. 
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through mergers and acquisitions, especially companies 
producing goods for which the markets were just opening. 

The creativity of the management groups has con- 
centrated not only on the full utilization of available 
internal resources for further growth. These groups were 
conscious that to the investor the historical performance of 
the company was never a satisfactory basis for projecting 
future performances. Management's eagerness to perform for 
the investor required management to seek ways which would 
accelerate the rate of past performances, namely, through 
future mergers and acquisitions. 

Early acquisitions of profitable and well-managed 
companies or of companies with unrealized potential the 
securities of which were available at bargain prices in- 
creased the acquiror's growth above the average growth of 
the economy. In the U.S.A. one merger-oriented company, 
for example, reported a 110% five-year average annual sales 
growth, while the industry medianmuwas;: LOYVLS.rwilt was not 
unusual to find a five-year average annual earnings per share 
increase of 20 - 100 per cent, as compared to the industry 
median of 12.4%°. As more companies decided to grow via 
the merger route, first class companies or "sleeping 
beauties" with treasure chests full of liquid assets or 
undervalued real estate (easily converted into cash for 
future acquisitions) were harder to find, ox, the i prices, for 
such companies were rising sharply. 

Trp athe <laS oA. accordang «to, a survey, done .by Weaykse 


2 yi : : , : 
Grimm & Co.’, acquirors paid for acquired companies an 


6 "Yardsticks of Management Performance, Multi-Industry", 
Forbes, January 1970, p. 95-104. 


7 1968 Merger Summary by W.T. Grimm & Co., Financial Con- 


sultants, Specialists in Corporate Acquisitions, 135 
Lasalle’ street; Chicago. 
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average of 16.5 times earnings in 1966, 17.6 times in 1967, 
24.6 times in 1968 and 21.5 in 19659. It is interesting to 
note that in 1966, when companies paid an average P/E ratio 
of 16.5,°60% of ‘the’ transactions were for icashy » Inyl969,, 
57% of all acquisitions were made using shares. Incentive 
transactions (debentures and preferred shares with conversion 
privileges) became increasingly popular in the period from 
1967 "to #19697,.(1 L 4) tres 96 T1305 Ha eLOSSrand \ 728s 969)). 

A rising stock market (until May '69), shortage of cash, 
high interest rates and higher prices demanded by acquiring 
companies were the underlying factors responsible for a 
shift to the greater use of equity shares in acquisition 
transactions. In Canada, according to the findings of the 
JOR Study® cash, and cash and share combinations accounted 
for the majority of the transactions. 

Companies, committed to their "growth pattern" had 
to continue searching for ways to retain or improve the 
pattern or fall into disfavour with the investor. Investors 
bought shares of merger-oriented companies for their vigour, 
imagination, aggressiveness. The companies accordingly had 
to maintain the image investors gave them. They slowly 
found themselves trapped in their own gilded cage of success. 

Top performers are always in the limelight and 
under the constant watchful eye of the public. There isa 
period in the life of a rising star where the public will 
allow itself to be carried away by excitement. However, the 
performer's success will continue only if the performer's 
talent and quality stand out after the novelty has worn off. 

The authorities, financial press, and the investing 


public began to require more information than simply the 


8 See para. 12.060’ of ‘this’ Report: 
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company's overall growth pattern. They wanted to know also 
how this growth had been achieved, what percentage was due 
to internal growth, how much of it was attributable to 
acquisitions, whether the rate of growth could be expected 
to continue, and how effectively management would be able to 
digest acquisitions into an economically integrated system. 
In the past four years when the stock market has followed a 
steady rise and there was little concern about a decline, 
the financial analysis was reduced in many cases to ob- 
serving one figure, namely earnings per share. This index 
was an easy analytical tool for many investment analysts 

and the investing public. Management of merger-oriented 
companies was quick to realize this reliance upon earnings 
per share. Improved earnings per share could be achieved 
either through internal growth (this road is relatively slow), 
or through acquisitions, especially of companies with a 
lower price/earnings ratio. Growth based on acquisition 
has, however, many inherent problems. The time when the 
authorities and the investing public started to pay close 
attention to the merger-oriented companies coincided with 
the time when internal problems were demanding increasing 
attention from the management group. The challenges en- 
countered by such companies are now exposed to the public 
and the management groups are judged not only on their skill 
to acquire but equally on their ability to generate satis- 


factory internal growth. 


Merger Oriented Companies at present 


Merger oriented companies are facing serious 
challenges. With this accelerated pace of change they were 
able to grow rapidly because they introduced a fascinating 


new form of organization - the conglomerate - into a society 
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eager for change. The pace of change which brought them in, 
is also the force which continuously threatens them. The 
fear of remaining stagnant forced acquisition of some un- 
profitable companies which had low earnings per share ratios, 
usually well justified. Such acquisitions became such a 
burdenmthatwno: e"talent«bank” scould) turns them into uwproftit= 
making operations. Some companies, afraid of being acquired, 
epteredudetens we imexgers.ofthisvescapesmt romythestr yang pan 
landed them into the fire of challenges they had no way of 
coping with efficiently. Some mergers only accentuated 
structural or management defects inherent in their organi- 
zations. The capital which was attracted in the last few 
years to merger-oriented companies is now not so readily 
available or is very costly at a time when it is much needed 
by these companies for the completion of their plans. This 
has not only caused companies to pause in their acquisition 
program, but in many cases necessitated disposition of assets 
oftenr atidepressed prices.) sein “they UwS:A.;thesencompanies 
face more problems than Canadian companies because of size 
and number of acquisitions and they are also subject to the 


criticisms directed at economic concentration. 


Some Canada-U.S. Differences in Business Acquisition Trend 


Although the trend in merger activity in Canada 
follows the trend in the U.S., there are significant @dis- 
Similarities between the two countries. While in Canada 
the majority of mergers which were consummated in the sixties 
could be classed as horizontal or vertical mergers, in the 
U.S. companies hampered by the anti-trust legislation were 
acquiring firms in unrelated fields and so creating 


conglomerates. The number of conglomerate acquisitions in 
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Canadal tiisino Pearly so peontetoarek 

Different tax treatment of the cost of debt finan- 
cing in the U.S. as opposed to Canada influenced the method of 
financing of acquisitions: in the U.S. interest on funded 
debt incurred for an acquisition of shares is deductible for 
tax purposes. This is not the case in Canada. Consequently, 
in the U.S. a large number of merger-oriented companies used 
debt financing with conversion privileges. It provided them 
with tax relief and at the same time gave the debt security 
holders the opportunity to convert debt into equity. Since 
companies were not required to report earnings per share on 
a fully diluted basis, the dilution effect was postponed until 
the time of conversion. However, this tax relief encouraged 
mergex-oriented companies to build heavier debt structures 
than considered acceptable for industrial companies. In 
Canada, debt financing for acquisition purposes has not been 
used to any extent probably because no tax benefit was to be 
gained from such a transaction. Share or ease purchases or 
a combination of both were used to a much greater extent reat 
merger negotiations than in the ui 

While in the U.S. the pooling of interest account- 
ing method has been used with increasing frequency in the 
reporting of business acquisitions, little regard was paid to 
the guidelines set by the American Institute of Certified 
Public Accountants for the circumstances in which this method 
should be applied. In Canada, pooling of interest has been 
used only in a small fraction of merger transaceions” “aniethe 


4 ot 
years 1960-1968 only 5.2% of the companies pooleds. 


9 Interim Report on Competition Policy, op. Crtowatep. «2 Le, 
Chart A-l. 


10 Op. cit. footnote S&S. 


11 Report of Joint Study at p. 46. 
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Conglomerate expansions! accounted for 40% of the poolings. 
Over 50% of the poolings occurred in 1967 and 1968 (42% took 
place in 1968), In Canada therefore the great majority of 
acquisitions were accounted for as purchase of assets or 
shares.a l;Howevex:, iit. drasicdto bexspointedsout whaesiineCanada 
accounting procedures allow considerable choice as to how to 
treat the goodwill which has been created through an 
acquisition. This choice inevitably creates a problem for 
the investors when attempting to make a meaningful comparison 
of a company's present financial statements with the past 
financial statements or financial statements of other 
companies in the industry. 

There is another aspect of acquisitions where the 
Canadian situation differs from that in the U.S. Canadians 
are concerned as a matter of economic nationalism with the 
acquisition of Canadian companies by foreign corporations. 
This? .gisusyy off (course; does mote-ari seinwithe Uses: 

The conglomerate controversy Sweeping the U.S. 
has spilled over into Canada. While the Canadian merger- 
oriented companies benefitted from the investment attitude 
towards the American conglomerates in the years 1967 to early 
1969, the shadow of present difficulties is also being cast 
over Canadian'multi-companies". The honeymoon between the 
conglomerates and the investment community is apparently over. 
A thorough analysis of companies for economic soundness is 
being done, perhaps with a more hostile eye than some of the 


companies warrant. 


Dagmar Stafl 





i2 Report of Joint: Study at pe. Ao. 
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APPENDIX V 
Review of Private Placements 


Section 7 of the Regulations to the Securities Act, 
1966 requires both the vendor and his agen ty" iP any y ina 
private placement under section 19(3) of the Act to file with 
the Commission within 30 days of the placement a form 
reporting the placement, Form 8. This is a review of such 
forms from May, 1967 to July, 1969. 

From May lst, 1967 to December 3lst, 1967, 20 forms 
were filed; in 1968, 78 forms were filed; and from January 
lst, 1969 to July 14th, 1969, 70 forms were Tiled, “a"totar or 
168. The private placement means of raising funds is 
apparently becoming more popular. The dollar amount of such 
placements follows a similar trend; approximately $47 million 
in 1967, $133 million in 1968 and $298 million to July in 1969. 
The total value of securities placed pursuant to section LO(3) 
of the Act in the period reviewed was $478 million. The 


breakdown between debt and equity shares placed privately by 





year is: 
Debt Equity 
1967 $ 47 million S"'OL3 mit lion 
1968 83 million 50 million 
(12.5 convertible) 
1969 48 million 250 million 
(4.3 convertible) 
$178 million $300.3 million 








In the period reviewed 1,374 prospective purchasers were 


approached, 537 of whom invested under section LO(S ys 
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APPENDIX VI 


Review of Section 59 Applications 


Section 59 of the Securities Act, 1966 permits an 
interested party to apply to the Ontario Securities Commission 
for a ruling whether a proposed trade would be in the course 
of primary distribution to the public. Application can only 
be made where doubt exists whether the proposed trade would 
be a primary distribution to the public. The Weekly Summary 
published by the Commission sets out the rulings made by 
the Commission under section 59. The Summaries were reviewed 
for the period May Ist, 1967 to December 3lst, 1969 and the 
following general breakdown of the rulings made: 
(1) A total of 449 applications were made 
under section 59. 

(2) Rulings were refused in 17; 1 was with- 
drawn; 1 rescinded a previous order; 
and in 1 no order was made. . 

(3) In the case of 28 applications rulings 
were given that the proposed trade would 
be in the course of primary distribution 
to the public. 

(4) The rulings on the remaining 399 appli- 

cations break down as follows: 

(a) In 281, the Commission ruled that 
the proposed trade would not be 
in the course of primary distri- 
bution to the public and was silent 
on the matter of resale; 


(b) In a further 84 the Commission 


* Information on 2 was not available 
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ruled that the proposed sale 

would not be in the course of 

primary distribution to the 

public but that any subsequent 

distribution would be in the 

course of primary distribution 

to the public, the 1-2 ruling; 

(c) 15 were made pursuant to sub- 

section (la) of section 59, i.e. 

the proposed trade was deemed 

not to be primary distribution 

to, the publics. and 

(d) In the final 19 the Commission 

ruled that the proposed trade 

would not be in the course of 

primary distribution to the 

public and that any resale also 

would not constitute primary 

distribution, to. the. public. 
The applications were also reviewed to determine how many were 
made for trades in connection with proposed business com- 
binations or acquisitions, 94 were clearly in connection 
with business combinations and acquisitions+, The breakdown 
by year is: 


No. of Applications for Business 


Combinations and Acquisitions 


1967 & 
1968 BF 
1969 53 


1 Another 17 applications may have been in relation to 
business combinations. 
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Not all of these applications could be studied in the time 
available. Accordingly, a sample was constructed from the 36 
companies which made 69 applications involving business com- 
binations and acquisitions from May, 1967 to April ~<e.909—19 Kox 
companies which made more than one application only the most 
recent application was included. The basic sample was there- 
fore 36 applications (involving 454 business combinations or 
acquisitions) by 36 companies. 

Data for the review of the applications was ob- 
tained basically from two sources: the Ontario Securities 
Commission files supplied to the Study and the Financial Post 
Survey of Industrials for the years, 1967, 1968 and 1969. 
Some data on acquirees which were small private companies 
operating in Ontario was obtained from the Companies Branch 
public search department, and other gaps were filled by 


reference to the Toronto Stock Exchange Monthly Review 


(mainly stock exchange listings). 


Ruling Granted 
The ruling granted in all of the applications which 
constitute the basic sample was that the proposed trade would 


not be in the course of a primary distribution to the public. 


Characteristics of Acquiror 


The 36 applicants were categorized in various ways. 
The acquirors studied were public companies: 22 were incor- 
porated in Ontario; 10 were federally incorporated. There- 
fore only 4 acquirors in the sample were neither incorporated 
federally nor in Ontario. 

Of these acquirors 6 were not listed on any stock 


exchange; 26 were listed on the Toronto Stock Exchange; of 


2 One application may involve more than one acquisition. 


(183) 


the 26, 5 were listed on the Montreal Stock Exchange and 7 
were also listed on the Canadian Stock Exchange. There were 
5 other listings by the 26 on various exchanges across Canada 
and the U.S. Thus it would appear that a company issuing 
shares in connection with an acquisition is likely to be a 
public company listed on at least one exchange. 

A limited? analysis was made of the financial 
structure of the acquiror companies in the sample. Applicants 
having debt issues (includes bonds, debentures and notes; 
excludes bank loans and mortgages) outstanding at the time of 
the application, or in many cases at the nearest available 
date, were classified according to the amount of debt which 


was Outstanding. The results were: 


Debt Outstanding No. of Companies 
$ O 16 
Lis 99,999 i 
100,000 - 999 ,999 , 
1,000,000 - 4,999,999 9 
5,000,000 - 9,999,999 3 
10,000,000 - and over 2. 


Slaghtiy less» thanshaléi the companies involved have no debt 
outstanding and the remainder have amounts varying from $1 

to over $10,000,000, with the peak frequency occurring between 
$1,000,000 and $5,000,000. Equivalent data for most of the 


acquirees was unobtainable. 


3 The financial data gathered with respect to the applicant 
companies should be viewed as a general guideline and 
absolute amounts not quoted. This is due mainly to the 
fact that financial statements as of the time of the 
application were in most cases omitted from the files, and 
the Financial Post Surveys give only a limited amount of 
financial information mainly as of the calendar year end. 
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The capital structure of the applicants was also 
categorized as follows: applicants having preferred and 
common share issues (authorized and outstanding) and those 


having common share issues only. 


Authorized 
Preferred plus common 19 
Common only 17 
Outstanding 
Preferred plus common 5 
Common only o1* 


Characteristics of Acquiree 

Of the 45 acquiree companies 24 were private com- 
panies; 13 were public companies and 1Q could not be 
determined. The majority of acquirees (23) were incorporated 
in Ontario. 8 were federally incorporated and the others 
were spread across three provinces of Canada, Jamaica and 
the Bahamas. The acquirees were generally unlisted (29 had 


no listings), although 6 were Listedom the TyS.E< 


Type of Acquisition or Combination 


Consideration of the type of acquisition or com- 
bination proposed in the application revealed that there were 
38 instances of share purchases, 5 asset purchases and 2 
purchases of both shares and assets. The consideration paid 


for these acquisitions is summarized in the following table. 


Consideration Paid 


Cash Plus 
Type of Merger Shares Shares Cash Unknown 
(38) Purchase of Shares 16 18 2 2 
( 5) Purchase of Assets 4 i - - 
( 2) Purchase of Shares 
and Assets okt aes See ate 
(45) oa 20 2 2 


4 This includes 4 companies with authorized preferred and 
common but with only common outstanding. 
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Number of Acquiree Shareholders 


For the 30 cases where the actual number of persons 
to whom the shares were issued was available, the total number 
of persons was 132, giving an average of 4.4 persons. The 
maximum number of persons or companies taking shares from the 
acquiror was 16. The following is a frequency distribution of 


acquiree shareholders: 


Number of 


Acquiree Number of 
Shareholders Acquisitions 
i 3 
2 8 
3 ie, 
4, si 
5 i 
6 4 
7 i 
8 2 
10 2 


Diversification 

For the sample of 36 applicants the transactions 
were categorized according to whether the company appeared 
to be diversifying its interests or on the other hand merely 
expanding an existing class of its business. Results were 


as follows: 


Diversafication « 10 


Expansion 18 
Unknown 8 (no data for one 
company or other) 
36 
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APPENDIX VII 


REVIEW OF TAKE-OVER BIDS 


"Take-over bids" as defined in section 80 of The 
Securities Act, 1966 are regulated by Part IX of the Act. 
Section 56 of the Regulations to the Act requires every 
offeror who makes a take-over bid to file a copy of the bid 
and all supporting or supplementary material with the 
Ontario Securities Commission. 

In the period from May lst, 1967 when Part IX came 
into force, to December 3lst, 1969, 87 take-over bid cir- 
culars have been filed. This is a review of these circulars 
to determine such matters as the characteristics of the 
offerors, common terms of take-over bids, the financing of 
the acquisition, the reaction of the offeree company and the 


success or failure of the bids. 


Offeror Place of Incorporation 
Of the 80 offerors analysed under this heading 17 


were federally incorporated, 17 were incorporated in the U.S. 
and 46 were provincially incorporated, of which 28 were in- 
corporated in Ontario. These figures may not be entirely 
accurate as in some instances the place of incorporation was 
not available and was therefore assumed to be the same as 

the incorporating jurisdiction in which the head office was 


located. 


Frequency of Take-over Bids 


The frequency was determined on a monthly basis. 
The greatest number of offers in one month was 5 (in August 
and October of 1967, November of 1968 and in April and May 


of 1969). The frequency of bids on a quarterly basis is 
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shown in the following table: 


TABLE 1 ~- Frequency of Take-over Bids 


1967 1968 1969 


lst Quarter - 4 10 
2nd Quarter 2 10 12 
3rd Quarter 9 7 6 
4th Quarter 10 a1: e 

20 32 35 


es — —— 


Initial Offer Period 

The minimum period of time during which a take- 
over bid may be open is 21 days (clause 1 of section 2 ly 
The number of days during which bids were open is disclosed 


in the following table: 


x 
TABLE 2 - Number of Days in Initial Offer Period 


No. of days 21 22 23-29 30-35 36-99 100 Plus’ Total 


ere eee ee en 
No. of offers ae if Zk 24 8 Lo 86 


* Because a number of offers have not yet 
been completed the following statistics 
should only be used as an approximation. 
Many offeror companies stated in their circulars that the 
initial offer was subject to extension. 11% (10) of the 
offerors extended their initial offer period for periods 


ranging from 10 to 160 days. 


Percentage of Offeree Shares for which Bid made 
———— ee mee bs FOF whicn bid made 
6 unconditional bids were made for all of the class 


of equity shares of the offeree outstanding. 
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A frequency distribution for 79 bids* was made of 


the percentage of shares in the offeree company which the 


offeror sought in the take-over bid (minus the amount of 


shares which the offeror already owned before the beginning 


ain ' ‘ : ‘ ‘ 
@f the offer period .) ‘Ihis distribution 1s set out in Table 


3(a). Another distribution was prepared of the total per- 


centage of shares which the offeror would hold if the offer 


3 : : : : 
was successful. The latter distribution is set out in 


Table 3(b). 


1 


TABLE 3(a) - Percentage of Shares in Offeree 
Company for which bid is made 


Ile, 20— 5l.—- 4]-— 51- 6l=) /1- Sl=-~ 9i- 
10% 20% 30% 40% 50% 60% 70% 80% 90% 100% 
Number of 
Companies 6 5 8 ee 22 od AS eRe 524 7 





TABLE 3(b) - Total Percentage of Shares in Offeree 
Company held by Offeror if offer 
succeeds. 

Tre oteestatat— Sl Ol= 7i= Sl- 9l-= 
10% 20% 30% 40% 50% 60% 70% 80% 90% 100% 
Number of 
Companies - 2 2 1 ee ren ol Siu LG ee 





A "triple bid’? made by one of the offerors was dqdigsticult 
to qualify in a single percentage term until it was dis- 
covered that the offeror eventually hoped to hold all the 
outstanding stock of the three offeree companies except 
for minority interests consisting of stock options or 
warrants and those held by subsidiaries of the offeree. 
Therefore, in order to include this bid in the table it 
was placed in the 91-100% category of shares to be 
purchased by the offeror company. 


Item 1 of section 90 requires the offeror to disclose his 
existing investment in the offeree company at the time 
of making the bid. 


This figure includes both the percentage of offeree shares 
the offeror holds before the offer plus the percentage ra 
shares the offeror would like to obtain through the bid. 
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These two distributions are set against each other in Table 4, 


TABLE 4 - Percentage of Shares in Offeree Company 
for which Bid is made 


Liss 20535 4yse5i— 61> 72e1 aes 


10% 20% 30% 40% 50% 60% 70% 80% 90% 100% 
Ee BNR LVR _ 907% 20% _ 100% 


Total 10% 


SS Rar ame sprcanes ore ee Se ee 
Percen- 11-20% 2 
tage of 21-30% Z 
shares in 31-40% 1 
offeree 41-50% 1 vi 
company 51-60% ir: 2 3 6 
held by 61-70% 1 uf i 8 
offeror 71-80% 5 
if offer 81-90% a i 2 12 
succeeds 91-100% 4 J 4 2 1 2 a fi 


These tables are best explained by example. In 
Table 4 it can be seen that there was one company (with the 
asterisk) which sought to purchase less than 10% of the equity 
of the offeree company, and which would hold between 51-60% 
if its offer was successful. The companies along the 
diagonal line in the table were those which held 10% or less 
of the offeree's shares before the bid) Gi<é. Sif the ibid 
succeeded the offeror's holdings in the offeree would be the 
percentage in the offeree for which the bid was made plus 
10% or less (its existing investment in the offeree). Those 
companies beneath the diagonal held more than 10% of the 
offeree's shares before making the take-over bid. It is 
apparent that although only 7 companies bid for more than 90% 
of the outstanding shares of the offeree company (and probably 
were thinking of using section 128 of the Canada Corporations 


Act or the provincial equivalent to confiscate the remaining 
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shares), 22 companies were in a position to obtain that 
amount when the shares they already owned were taken into 
account. A similar trend could be seen in the number of 
shares that were to be purchased to gain control juxtaposed 
with the number of shares the offeror company would have 
after the completion of the offer. 37 companies bid for less 
than 50% of the outstanding shares of the offeree company, 
yet only 13 companies would actually hold less than 50% if 
their offer was successful. An offeree determining whether 
an offeror is seeking actual control must put together what 


the offeror is seeking and what he already Sunes 


Offeror Investment in Offeree Prior to Bid 

In approximately 37% of the offers, the offeror 
already held some percentage of the offeree's shares; in 50% 
of these the offeror already held over 50% of the class of 
the offeree's shares before making the offer. 97% of the 
offerors who held some part of the offeree's shares made a 
bid to obtain actual control, i.e. more than 50% of offeree's 
shares, and 56% hoped to be able to purchase 90% or more of 
the total shares of the offeree (those companies on the 
bottom and next to bottom diagonal in Table 5 below). In 55 
bids the offeror did not own any of the offeree's shares 


prior to making the bid. 


4 In cases where two or more classes of shares were sought 
only common shares were considered. In addition to all 
the shares that an offeror might obtain before the bid 
and from the bid an offeror can purchase in the market 
while his offer is outstanding. Consequently the 13 
offerors which did not in this analysis gain actual con- 
trol through the bid over the offeree could still buy 
additional shares in the market to achieve actual control. 
Note that 8 out of the 13 needed 10% or less to achieve 
this position. 
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TABLE 5 - Frequency Distribution 


Percentage of Shares in Offeree owned by Offeror at time of 
making bid. 


tle Z2i= Jl «Le oie Ole yl= Ola) Ola 
————________ 10% 20% 30% 40% 50% 60% 70% 80% 90% 100% 
Percen- 10% 3 3 
tage of 11-20% z 1 
shares in 21-30% 1 ye L Pz 2 
Offeree 31-40% 2 1 1 2 
which 41-50% 3 1 1 


ee 


Offeror 51-60% 2 
aE ee a One ae IS FEE OT LE ey ee ages we Reo 


seeks in 61-70% a 
a ote enormous aig ae a ee ee ees ee 


bid * 71-80% - 
i a 


81-90% 
a 


91-100% 
a. 


* (exclusive of holdings in offeree at time of bid) 


Classes of Offeree Shares for which Bid made 

The offers made for only common shares of the 
offeree company were by far the most prevalent - almost 84% 
of the total offers (73 in number). 9 more offers were made 
for both common shares and either preferred shares or 
warrants of the offeree and the remaining offers were fora 


particular type of share, such as a voting, trust certificate. 


Consideration Offered 
Se ee ee eS Ee eS 


The consideration offered by the offeror to the 


* 
offerees can be broken down into three categories. 
TABLE 6 - Consideration Offered 
Scere ae eg ance ee ES | et Se Oe 
Type of Offer No. of Offers % of Offers 
Cash only 47 54% 
Shares 28 32% 
Cash and Shares 10 12% 
Choice of either cash or shares al: 1% 


* Data on one bid was not available 
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Identity of Offeror 


If the offeror offers cash consideration the Act 
does not require him to disclose his identity. In three of 
the 47 offers of cash the identity of the offeror was not 
disclosed. This includes however one offeror which was partly 
disclosed: the offerors were 4 people (disclosed) and a 
limited company (not disclosed). The other two offers were 


made through an intermediary, i.e. a trust company. 


Directors' Circulars 

Section 86(1) of the Act requires directors of the 
offeree to send a directors' circular to shareholders of the 
offeree whenever the directors recommend acceptance or 
rejection of the bid. 47 directors' circulars were filed in 
response to the 87 bids studied. 35 recommended acceptance 
of the offer. Out of the 35 cases of favourable recommen- 
dations 20 of the bids were successful, 3 bids did not 
succeed and 12 offers were either not completed or for some 
other reason it was not possible to determine whether the 
bid was completed. 3 directors' circulars recommended 
rejection of the offer; 1 of the bids opposed was never- 
theless successful. There were 9 directors' circulars sent 
out in which the directors stated that they would make no 
recommendations or were silent but in which they disclosed 
whether or not they personally would accept the offer 
pursuant to item 2 of section 95. 40 offeree companies did 
not send out a directors' circular and of these 23 were 
successful, 8 unsuccessful and 9 were indeterminable bids. 
The directors! circulars were correlated in Table 7 to 
determine whether the directors' circulars influenced the 


success or failure of the offer. 


(193) 


TABLE 7 - Directors' Circulars 
ee eet Ua 


Directors! UCinen lay Success or Failure of Bid 
Type of Not 
Recommendation Success Failure known Total 
Unanimously Recommend Acceptance 8 1 3 nZ 
Recommend Acceptance L2 2 9 23 
Recommend Rejection z 2 - z: 
No Recommendation 2 1 5 8 
Did not send Circular 23 8 9 40 
Triple Recommendation is L - - fa 


7) Jn, tiisicace 2 oF the 2 6fferes companies sent 
out directors’ circulars, one unanimously 
recommending acceptance and the other recommen- 
ding acceptance. 


Offers to Minority Shareholders 


Control of a company may be obtained privately with- 
out making a take-over bid by negotiating with the controlling 
Shareholder. Such shareholder may require the buyer to ex- 
tend the same offer to the non-controlling shareholders of 
the offeree company. There were only 5 take-over bids in 
which it was stated that the controlling person(s) required 
the offeror to make an offer to the minority shareholders in 
the offeree company on the same terms as the offer to the 
controlling person(s). Absolute figures were difficult to 
establish because this particular fact is not always men- 
tioned by the offeror because the Act does not require him 
to do so. There were 11 other offers in which it was dis- 
closed in the circular that the offeror already owned 50% or 
more of the offeree or had agreements from the offerees to 
tender 50% of their shares. These are other cases in which 
the offeror demonstrated some concern for the minority 


Shareholders. 
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Variation in Terms of s:Offer 

It was difficult to make a conclusive analysis of 
the types of variations made in the terms of offers... Sone 
variations are apparently not recorded with the Commission 
although such filing would seem to be envisaged by section 
56(1) of O. Reg. 101/67 to the Act. It was found that 10 
offeror companies extended their offer period and 3 in- 


creased the consideration offered. 
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APPENDIX VIII 


Example of Accounting for a particular business 
acquisition on both the pooling of interests 


basis and purchase basis of accounting. 

Assume the Acquiror Company is buying all of the 
shares of the Acquiree Company and issuing its own shares 
in exchange. (Although the example which follows is a 
share exchange, an assets purchase or an amalgamation could 
equally be accounted for by using the pooling method; the 
consolidated statements appearing later would be identical 
for all three modes of business acquisition.) The balance 


sheets of the companies prior to the acquisition are: 
ACQUIROR_COMPANY - Balance Sheet 
eee ne ee ee SSE: 


Assets $2,000 Liabilities $1,000 
Shareholders' Equity 
50 NPV shares $500 

Earned surplus _500 1,000 


1Otal Liabilities and 
Totaly Assets $2,000 Shareholders' Equity $2,000 


Book Value Acquiror Shares $20 per share 


Market Value Acquiror Shares $50 per share 


Earnings - $150 (current financial year) 
Earnings per share - 150/50 -- $3 
P/E ratio = 5073 == 16.67 
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ACQUIREE COMPANY - Balance Sheet 


Assets $1,000 Liabilities S 54500 
Shareholders' Equity 
50 NPV shares $250 

Barned'surplus 250: 500 


Total Liabilities and 
Total Assets $1,000 Shareholders' Equity $1,000 


Book Value Acquiree Shares $10 per share 


Market Value Acquiree Shares $10 per share 


Earnings - $100 
Earnings per share - 100/50 -- $2 


PE Tati Ore, LO ae 5 


The Acquiror Company acquires all of the outstanding shares 
of the Acquiree Company by issuing 20 of its authorized but 
unissued shares being a consideration of $1000 based on a 
market value of $50.00. It is apparent that the Acquiror 
is paying a premium for the shares of the Acquiree equal to 
the difference between the $1000 paid and the net book value 
of the assets of the Acquiree ($500) underlying the shares 
of the Acquiree. This indicates that the Acquiror con- 
sidered that the assets of the Acquiree were undervalued, 
the value not accounted for usually being considered as 
goodwill. This premium or goodwill is an important factor 
in differing between the pooling and purchase methods. 
Note that the Acquiree assets have not been revalued by the 
Acquiror. 

After the acquisition the unconsolidated balance 


sheet of the Acquiror Company, using the purchase method, 
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would appear as follows: 


Purchase Method 


ACQUIROR COMPANY - Balance Sheet (Unconsolidated ) 


Assets S2 OOO VW Liabilities $1,000 
Investment in Shareholders' Equity 
1000 Acquiree 50 NPV shares’ § 500 
Company shares 1,000 20 NPV shares 1000 


(issued @ $50/sh) 
Earned surplus 200, 2,000 


$3,000 $3,000 


The balance sheet changed with the addition to the assets 
of the investment in the subsidiary (Acquiree) at $1000 
at cost (market value of Acquiror Company's shares) and the 
addition to shareholders' equity of 20 NPV shares with a 
book value of $50 per share. 

Using the pooling method the balance sheet would 


appear as follows: 


Pooling Method 


ACQUIREE COMPANY - Balance Sheet (Unconsolidated) 


Assets $2,000 “Liabilities $1,000 
Investment in Shareholders' Equity 

250 Acquiree 50 NPV shares $500 

Company shares 250 20 NPV shares 220 


Earned surplus 500 1,250 


S2..250 S2,250 
a 


The assets using the pooling method have been increased by 
adding the investment in the Acquiree Company shares at 
the book value of such shares (rather than at cost) and by 
adding to the shareholders' equity 20 NPV shares with a 


book value of $12.50. 
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The consolidated statements would appear as 


follows: 


Purchase Method 
ACQUIROR COMPANY - Balance Sheet (Consolidated) 
Assets 53,000 Laabilities SEs 500 
Goodwill 500 Shareholders! Equity 
50 NPV shares $ 500 
20 NPV shares’~ 1000 
Barned surplus: 500 2,000 


$3,500 $3, 500 








The consolidated statement using the purchase method is 
prepared by simply adding the assets of the companies and by 
adding the liabilities. To the assets is added the premium 
paid for the shares of the Acquiree Company. The share- 
holders' equity is increased by the 20 NPV shares, at cost 
equal to market, of the Acquiror issued for the shares of the 
Acquiree. Note that the earned surplus of the Acquiree is Not 
carried forward to the Acquiror when using the purchase method. 
Using the pooling method the consolidated state- 


ment will appear as follows: 


Pooling Method 
ACQUIREE COMPANY - Balance Sheet (Consolidated) 
Assets $3,000 Liabilities 51) 5500 
Shareholders' Equity 
50 NPV shares $500 


20 NPV shares 250 
Earned surplus 750 1,500 





$3 , 000 $3,000 
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Absent, using the pooling method is the acquisi- 
tion premium because the shareholders' equity of the 
Acquiror is simply Tienee sed by the book value of the assets 
underlying the Acquiree's shares. This involves carrying 
forward the Acquiree's earned surplus at the value it 
carried in the Acquiree's books and assigning a book value 
to the shares of the Acquiror issued for the shares of the 
Acquiree equal to the value of the Acquiree's shares as 


carried on the books of the Acquiree. 
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WPAN 


3 1761 11468958 1 






